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German Uti I ities 
FY07 meetings positive, regulation potentially 
negative, upgrading target prices 

We upgrade ozir power price forecasts aiid target prices for E.ON 
aiid RWE, and see tiwdiiig upside potential ahead of the FY07 
results. Throzigh the year, though, regulatory and coinpetitioii 
review worries may weigh oil the shaiw. 

Upgraded forecasts: We have upgraded our Geiinan power price 
forecast to €6S/MWh long term fi-om €57/MWh on higher 
coimnodity costs. We have incoiporated higher supply inargins in 
line with recent price increases, but see downside risks later in 
2008 fiorn the new competition reviews. There is also downside 
risk should incentive network regulation from 2009 include one- 
off upfront costs instead of a “glide-path” approach. 

e E.ON - OW on earnings upgrade potential: We upgrade our 
Dec-08 SOP based target price froin €155.4 to €173.5/share. We 
think the stock is undervalued relative to the sector, and see 
around ~ 1 0 %  upside to ‘08E consensus EPS - the March 6 analyst 
rneeting and acquisition coinpletions should drive the ongoing 
upgrade process. We keep our long-term OW and would use any 
weakness on regulatory worries as a buying opportunity. (See 
Table 22 for details of forecast revisions.) 

RWE - N on value, short term upside on strategy: We upgrade 
our Dec-08 SOP based target price finom €82.7 to €93.8/share. We 
think the stock is fiilly valued at these levels, and believe consensus 
is about right given current strategy plans. The stock has upside 
potential ahead of the Febrxary 22 strategy presentation, but longer 
term remains the more exposed stock to regulatory concerns in 
Germany. (See Table 34 for details of forecast revisions.) 

Table 1: Valuation comparison for uti l i t ies with exposure to German power prices 

E.ON * RWE Fortum EDF 
Share price 148 1 97 1 29 2 80 2 
Target price 173 5 93 8 31 0 83 0 
% upside potential 17% -3% 6 % 3% 
PIE 2009E 11 I x  14 Ox 15 4x 22 4x 
EV/EBITDA 2009E 8 Ox 8 Ox 10 2x 10 I x  
Yield f Buy back to Dec-08 8 0% 3 1% 45% . 1 7% 
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E.ON (EONG.DE;EOA GR) 
2006A 2007E 2008E 2009E 2010E 

EBITDA FY (€ rnn) 11,353 12,088 14,851 16.782 18.222 
EBIT FY (E rnn) 8,150 8,975 1 1,055 12,731 13,871 
Adj EPS FY (E) 6 65 7 78 9 81 11 24 12 41 
Dividend (Gross) FY (E) 3 35 4 39 5 54 6 18 7 44 
Ad] P/E FY 22 3 19 0 15 1 13 2 11 9 
EV/EBITDA FY 11 4 I O  8 9 7  8 6  8 0  
Gross Yield FY 2 3% 3 0% 3 7% 4 2% 5 0% 
FCF Yield FY -2 4% -2 7% -18 1% -1 1% 0 0% 
Source Company data, Reuters, JPMorgan estimates 

RWE IRWEG.F:RWE GR\ , .... - ... , .... - - .. 
2006A 2007E 2008E 2009E 2010E 

EBITDA FY (€ mn) 7,172 8,525 8.623 9.471 9.936 
EBIT FY (€ mn) 5,681 6,606 6,843 7,531 7,853 
Ad] EPS FY (€) 4 38 5 a i  6 25 6 94 7 23 
Dividend (Gross) FY (E) 3 50 3 01 5 00 4 16 4 34 
EV/EBITDA FY 11 1 9 4  8 5  8 0  7 7  
Ad] PIE FY 22 1 19 4 15 5 14 0 13 4 
Gross Yield FY 3 6% 3 1% 5 2% 4 3% 4 5% 
FCF Yield FY 1 6% 2 0% 0 9% 2 0% 2 9% 
Source Company data, Reuters, JPMorgan estimates 
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We have upgraded ozrr ~ M W  price and szipj3ly niargiii,forecasts for Gerriiaiiy. 
However, we see dowiside risks fi-om conipetitioii aiid regtilntoiy reviews later in 
2008. We see significant yo ten tin1 upside fi-orii R WE's arinlyst preseritation, but the 
shares have factored a lot of this already. We prefer E. ON oii valzratioii. 

We have upgraded our wholesale power price forecast for the German market from 
€S7/MWh to €6S/MWh. This is based on a move to our sector assumption of a fuel 
stick equivalent to $6S/bbl oil, and retaining our phase 3 COz price assumption of 
€30/t. We'd note that oil prices above this level are largely irrelevant as new gas- 
fired power plants move firmly out-of-the-money relative to coal. 

Short-term prices should rennin robust as they are still below new entrant levels 
given current fuel costs. This move adds €1,2bn to our 2012E PBT forecast for RWE 
(87% of our total upgrade made today of 26% to 2012E PBT), and €0.7bn for E.ON 
(around 44% of our 12% upwards revision). 

an ail prices 
We have upgraded our forecasts for both companies by around 3% at the PBT line to 
allow for the expansion in supply margins generated by Jan-08 price increases in 
Germany. We still see a risk from the new competition review launched by the 
BKartA that may result in some sort of compromise agreement that could erode the 
higher margins. An outcome here, though, could take 12 months. 

The clock is now ticking with regards to setting prices for German networks for 
2008-2013. Our initial view is that the pricing formulae will end up more-or-less 
with flat-nominal percentage progression over the period. However, we are 
concerned that recent press reports may suggest the regulator is considering a "PO" 
cut that could reduce prices by 20-25%. The downside risk is 13-1 5% of PBT for 
RWE, and 7-9% for E.ON. We see a low likelihood of this scenario emerging, but 
clearly see a risk of negative developments during the year. 

RWE management are scheduled to release their long awaited new strategy plan on 
Febniary 22. We see significant balance sheet potential - at least €2Sbn and up to 
€34bn of additional investment / value return beyond the existing €Sbn per year plan. 
This could generate a 4 year EBIT growth target of 10-1 8%, dividend growth of 
> I  3% underlying, and perhaps a 510% buy-back prograinme as well. As an 
illustration, a capex uplift of €2Sbn could drive earnings accretion of 24% for 2010E, 
and value accretion (including tax shield) of c€l8/share assuming a 1% 
outperfonnance of WACC. 

E.ON's strategy & targets were already laid out in great detail in  May 2007. 
However, we may see an expansion of the capex budget (currently €60bn on projects 
committed by 2010E) and whilst EBIT targets could go up (currently €12.4bn for 
2010E, we see upside to €13,9bn, or 12% higher) we'd see a lower probability given 
the negotiations ongoing with Enel/ Accioria and Statlcraft and previous management 
practice (shown by 2003-2006's "on.top" programme". 
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on 
v a l u ~ ~ i o n  
From a valuation perspective, we upgrade our SOP based target price on E.ON from 
€1.5.5.7 to €173.8/share, and on RWE from €82.7 to €93.8/share. This leaves E.ON 
still looking significantly cheaper than RWE as well as the two main local peers 
Forhim and EDF. 

Table 2: Comparative valuation multiples - prices at  close January I O ,  2008 

PIE EVlEBlTDA Yield 
Rec Price Target price % upside ‘08E ‘09E ‘O8E ‘09E ‘08E ‘09E 

E ON OW 148 1 173 5 17% 12 3x 11 I x  8 ax 8 Ox 3 7% 4 2% 

Fortum N 29 2 31 0 6% 16 7x 15 4x 11 l x  10 2x 3 8% 4 1% 
EDF N 80 2 a3 o 3% 2a 3~ 22 4x 11 5x 10 I x  18% 2 0% 

Source Datastream, JPMorgan estimates 

RWE N 97 1 93 a -3% 15 5x 140x a 5~ a OX 5 2% 4 3% 

In the near term, we would see potential for outperformance from RWE ahead of its 
FY07 results and associated strategy update on February 22. We’d see the potential 
for upside to earnings and valuation as being bigger proportionately than that for 
E.ON which reports 011 March 6. We would need to see a very significant plan, 
however, to suppoi-t anything well beyond the current share price. 

Looking fiirther into 2008, however, we’d see the emerging risks from the Geinian 
competition review and network regulation as canying downside risks to which 
RWE is more exposed. 

As a result we retain our fiindamental OW and preference for E.ON 
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I 
We upgrade o w  long-teriii power. price for.ecastfi-oii7 1 5 7 / m i  to 65/h4Wh oil the 
back of higher. file1 cost assiiriiptioris. We also upgrade oiw R WE 2012E PBT by 26% 
(of which 87% from higlier- po~ver price forecasts) arid E ON by 12% (of ~ h i c h  44% 
fr-oiii higher power prices). 

ins 
Cornniodities have remained strong, and whilst the Call0 Gernian power price has 
begun to strengthen, clean dark and spark spreads continue to remain well below new 
entrant levels. 

Commodity prices - Staying up 
Coal and gas prices have remained high - if volatile - since our last review of the 
Gernian energy market (see “The szistainabi/i~~ of I 60/A4Wli”, Nov 1 2007) with 
CalO8 coal running at € 1  10/t and Ca109 gas at C25/MWh. The emergence of more 
“normal” (ie cold) winter months at the neai-end coupled with continued strength in 
international demand for coal and LNG have kept prices up, we believe. 

Figure 1: Coal forward prices - APW2 contract, US$/t 
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Source: Bloomberg 

Figure 2: Gas forward price -T i t le  Transfer Facility (TTF), €IMWh 

26.0 

2 4 0  I 
2 2 0  1 
200  

Source: Bloomberg 

Looking at the derivative contracts, though, C02  for 2008-2012 delivery has now 
stabilised at the c€23/t territory and electricity (particularly the CalO8 contract) has 
managed a steady upward trend. 
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Figure 3: Forward EU ETS C 0 2  prices (EUA) - Elt Figure 4: Forward German Electricity prices (Baseload), ElMWh 
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New entrant spreads - End of year report: Must try hard 
In general spreads on the Ca108 contract have been very weak during 4Q07, although 
we’d argue this is of little relevance to the utilities given their forward contracting 
was generally done at an earlier period. 

The more important Call0 contract is beginning to do better - particularly 011 the 
critical dark spread - but remains well below the >€20/MWh clean dark spread and 
>€l YMWh clean spark spread needed to iiicentivise new entrants. 

Figure 5: Forward Calendar 2008 gross margins post C 0 2  for gas Figure 6: Forward Calendar 2010 gross margins post C 0 2  for gas 
200  I 2 0 0  

15 0 

10 0 

I I 

5 0  -1 I , , , , I I , 5 0  , , I I I 

-Spark, Ca108 - Dark, Ca108 -Spark, CallO -Dark, Call0 

Source: JPMorgan estimates Source: JPMorgan estimates 

Long 
We have upgraded our long-terni electricity price forecast for the Central European 
market to €6S/MWh by 201 SE from $.57/MWh previously. By coincidence the break- 
even of coal- and gas-fired new entrant power plants are at siniilar levels assuming: 

Fuel costs: We base our long-term gas forecast on the equivalent of $6S/hbl oil, 
and coal on $SO/t (AN2 contract). We’d note that the JPMorgaii house oil 
forecast is $7S/hbl, although this becomes largely irrelevant as at oil prices above 
$6Skbl oil cetel-is pal-ibzrs gas moves out-of-the-money relative to coal. 

Carbon: We continue to factor in a €2S/t phase 2 (2008-12) and €30/t phase 3 
(2013-2020) prices for E‘IJAs. 
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Efficiency factors: New gas plants are expected to deliver thernial efficiency 
levels of 57.8%, and new coal plants of 44% (perhaps pmdent vs new super- 
critical plant being quoted by nianufacturers at 46%). We have based our 
calculations 011 both plant types ninning in the base-load. 

1 

Figure 7: Break-even new entrant coal-fired generating costs - €/MWh Figure 8: Break-even new entrant gas-fired generating costs - €/MWh 

800  , 800  , 

Source: JPMorgan estimates Source: JPMorgan estimates 

Our actual forecast is based on (a) the quoted market price near term and (b) a 
convergence to new entrant prices over a five-year period. We’d see this as being an 
inherently conservative approach, brit probably correct given the current state of 
forward margins discussed above. 

Figure 9: New entrant break-even prices and forecast EEX prices 
750  , 

2006A 2007A 2008E 2009E 2010E 2011E 2012E 2013E 2014E 2015E 2016E 2017E 2018E 

Source: JPMorgan estimates 

The prices actually achieved by the utilities is a function of forward contracting near 
term and of course the overall “shape” of their production. The forecast above is for 
the EEX baseload price, and both E.ON and RWE have mid- and peak-load capacity 
as well. We’d note that historically the peak load price has been around 130% of the 
baseload price, although the forward curve currently is nearer 140% (as is nonnally 
the case during spot-winter months). 

As such achieved prices will tend to be below the market price near tern1 (due to 
earlier contracting) and above longer term (as a result of the “‘shape” inherent in their 
generating mix). 
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Figure I O :  Long term power price forecasts - EEX market forecast, and company achieved prices 
(EIMWh) 
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Source: JPMorgan estimates 

RWE, both in absolute and relative teims, gains more from wholesale power price 
increases, and hence from our change in forecasts. In the table below we show: 

Our old and new forecasts of the impact of moves in wholesale power prices on 
EBIT, both on an annual and total basis - eg rising power prices lead to an 
increase in E.ON of €850m in 2007E under our new forecasts, and €2,724~11 in 
aggregate over the forecast period. 

The revision in this forecast - eg the inipact on E.ON’s EBIT from changes in 
wholesale power prices total €705m over the forecast period. 

The annual growth we forecast in group EBIT from all sources - eg in  total we 
forecast E.ON’s EBIT to grow by 67,797111 over the forecast period. 

The % of  this group growth accounted for by changing wholesale power prices - 
in E.ON’s case this is 35%. and RWE’s 44%. 

Table 3: Impact of new wholesale power price forecasts on  EBlT forecasts 

€m 2007E 2008E 2009E 2010E 2011E 2012E Total 
E.ON 
Impact of power price increases on EBlT - Old 
Impact of power price increases on EBlT - New 
Revision 
Annual growth in group EBlT 
Impact of higher wholesale as a % of group growth in EBlT 
RWE 
Impact of power price increases on EBIT - Old 
Impact of power price increases on EBIT - New 
Revision 
Annual growth in group EBlT 
Impact of higher wholesale as a % of group growth in EBlT 
Source JPMorgan estimates 

792 458 858 
851 436 1,004 
59 -22 146 

825 2,080 1,676 
103% 21% 60% 

1,200 853 78 
1,498 1,002 419 

299 149 340 
925 237 688 

32% 63% 49% 

-66 -46 
9 252 

75 298 
1,140 1,077 

1 % 23% 

-5 -44 
-30 224 
-25 268 
322 262 
-8% 102%- 

23 2,019 
171 2,724 
148 705 
999 7,797 
17% 35% 

22 2,104 
164 3,276 
142 1,172 
256 2,689 

55% 44% 

In aggregate we upgrade our RWE forecast by 26% for 2012E, of which 87% is the 
result of our higher wholesale power price forecast, and the remaining 13% from the 
impact of: recovering German supply margins; higher oil prices on RWE DEA and; 
higher power I gas prices for npower. 
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Table 4: Revision of RWE earnings forecasts, split into impact from higher wholesale power 
prices and others 

€ m  2007E 2008E 2009E 2010E 2011E 2012E - 
Old PBT 4,788 5,025 5,224 5,387 5,282 5,199 
New PBT 5,099 5,290 5,936 6,195 6,381 6,549 
YO revision 6% 5% 14% 15% 21% 26% 
Revision 31 1 265 712 808 1,099 1,349 
olw Wholesale power 299 448 788 763 1,031 1,172 

177 olw Other 13 -182 -76 45 
% of overall revision 96% 169% 111% 94% 94% 87% 

68 - 
Source: JPMorgan estimates 

For E.ON the impact is inore modest, with an aggregate 12% upward revision in 
201 2E PBET, and wholesale power counting for around ~ 4 4 %  (we have also revised 
our Nordic, Southem Europe and UK numbers for the higher power price 
assumptions and higher German supply margins). 

Table 5: Revision of E.OM earnings forecasts, split into impact f rom higher wholesale power 
prices and others 

€ m  2007E 2008E , 2009E 2010E 2011E 2012E 
Old PBET 7,996 9,692 10,909 11,664 12,158 12,883 
New PBET 7,971 9,725 10,935 11,958 13,147 14,481 
%revision 0% 0% 0 Yo 3% 8% 12% 
Revision -26 33 26 294 989 1,598 
o/w Wholesale power 59 38 183 258 557 705 
YO overall revision -232% 114% 719% 88% 56% 44% 

olw Other -85 -5 -158 36 433 893 
Source: JPMorgan estimates 
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ai rici er 
We see an aggregate downside risk o f3% to o w  forecasts as a result of oiigoiiig 
investigations into retail pricitig, with potetitial accelerated jvice cuts or1 the lazrtich 
of incentive regirlatiori in rietworlrs qirintipling this for R WE and treblinig it for E ON 
in a worst-case scetiario Whilst both are likely to drag 011 all year before 
crystallizirig - and perhaps then coriiirig to riothirig - we’d stay cautious on Gerriiaii 
distributioti / sipply diiritig 2008. 

We have so far resisted including retail price increases proposed for January 2008 of 
6-10% by the utilities. This has been based on the presumption that the Gernian 
government - via the competition authorities (BKartA) - would look for a way to 
mitigate / remove these increases. 

Now increasing forecasts by ~ 3 %  
Given that it appears that the utilities have - at least for now - been able to 
implenient these price increases we are now factoring them into our forecasts. This 
adds around 3.0% to our group PBT forecasts for both E.ON and RWE. 

For the revenue part of the calculation, we have simply taken the subscriber and 
pricing data released by the utilities in their price increase press releases. This is 
multiplied up from nionthly data to annual, and multiplied through by 
subscribers 

For costs we have considered the potential moves in wholesale prices along with 
network costs (which have fallen) and moves in taxation. The table below is 
based on a schematic example historically provided by RWE. The 2008E increase 
of 6,8?’0 represents the hypothetical impact from RWE’s price increases, 8.8% for 
E. ON’S 

We have factored in: wholesale power price moves consistent with our 
underlying wholesale power model; changes in renewable energy costs consistent 
with statements by RWE; % price increases applied to total post tax bills; 
calculation of sales / marketing revenues (ie supply) as a remainder. As can be 
seen from the table below, this equates to a doubling to quadrupling of supply 
margins. 

0 

Table 6: Components of a typical German retail power user electricity bill 

flMWh 2003A 2004A 2005A 2006A 2007A 2008E @ 6.8% 2008E @ 8.8% 
Wholesale mice 29 0 35 0 38 0 42 4 54 8 67 0 67 0 
Grid fees 61 0 
Sales I Marketing 12 0 
Total pre-taxes 102.0 
Elec Tax 20 5 
Concession 17 9 
Renewable Energy 4 4  
CHP tax 3 1  
VAT 23 6 
Total 171.5 
Source: RWE for history, JPMorgan estimates for 2008E 

61 0 68 0 68 0 
12 0 8 0  8 7  

108.0 114.0 119.1 
20 5 20 5 20 5 
17 9 17 9 17 9 
5 4  5 6  6 9  
2 9  3 2  3 4  

24 8 25 7 26 8 
179.5 186.9 194.6 

63 9 62 0 
3 1  6 5  

121.8 135.4 
20 5 20 5 
179 17 9 
8 0  8 2  
2 9  2 9  

32 5 32 5 
203.6 217.4 

60 1 
12 4 

139.5 
20 5 
17 9 
8 2  
2 9  

32 5 
221.5 
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0 We apply these higher "costs" to the revenue impact to calculate the profit impact 
-which is equivalent to the increase in sales/niarketing revenues. For both E.ON 
and RWE this is equivalent to around 3% of our previous 2008E PBT. Whilst 
RWE is more exposed to German power profits, E.ON's price increases appear to 
be more ambitious. 

Table 7: E.ON - impact on group profi ts of higher retail power prices 

€m Subs - m % price increase €/month increase Revenue impact Profit impact % '08E PBT 
Hanse 0 70 7 1% 4 30 36 10 0 1% 
Westfalen Weser 0 75 9 1% 
Bayern 2 10 9 9% 
Thueringer Energie 0 58 4 6% 
Avacon - Sachsen Anhalt 0 65 8 9% 
Avacon - Niedersachsen 0 65 7 5% 
e dis 2 10 8 8% 
Mitte 2 00 9 8% 
Total 9.53 8.8% 
Source Company press releases for pnce increases, JPMorgan estimates for revenuelprofit impact 

5 35 48 21 
5 60 141 64 
2 90 20 -1 
4 99 39 15 
3 94 31 7 
5 87 148 71 
6 40 154 80 
5.39 617 267 

0 2% 
0 7% 
0 0% 
0 2% 
0 1% 

0 8% 
2.8% 

0 7% 

Table 8: RWE - Impact on group profi ts of higher retail power prices 

€m Subs - m Stated % increase Stated €/month increase Revenue impact Profit impact % '08E PBT 

Rhein Ruhr 2 50 6 6% 4 13 124 32 0 6% 
Suwag 0 85 9 0% 5 41 55 24 0 5% 
Others 0 80 6 8% 4 25 41 11 0 2% 
Total 9.65 6.8% 4.25 492 138 2.7% 

Westfalen-Weser-Erns 5 50 6 6% 4 13 273 71 1 4% 

- 
Source Company press releases for pnce increases, JPMorgan estimates for revenuelprofit impact 

Downside risks however 
Our original concerns still apply, however, and if anything have been vindicated 

On Dec 30, 2007 the BKai-tA confirmed that it is launching an investigative body 
that will look into the recent prices increases on a "market coniparable basis". This 
will - we understand - utilise an analysis of other competitive markets to determine 
whether the price increases implemented by the utilities are "fair". 

The vehicle that is likely to be used by the BKartA to prosecute a case - should it 
emerge - is the recently adapted GMB. This competition law adaptation effectively 
shifts the burden of proof to force the utilities to demonstrate that the moves they 
have proposed in power prices are justified. 

From a timing perspective, we would note comrnents from the BKartA that suggest 
this review could take up to a year (or longer) to implement. This would therefore 
suggest that any downside may take some time to fornially ciystallise. We would, 
however, see a continuing flow of negative news-flow, and perhaps even some 
accounting acljustments intra-year. 

After several years of delays, the clock is now ticking for the introduction of 
incentive-based network access pricing in  Germany from January 1,2009. This 
follows the formal adoption of the legal instninierits needed for such regulation on 
September 21,2007. 
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Our initial view - pricing running at flat-nominal 
The system to be used will be a hybrid-revenue cap type approach: 

The initial law calls for 2 regulatory periods of 5 years each (ie decisions made in 
2008 will be the last, subject to exogenous events) until 201 3 for electricity. 

The baseline for each year’s tariff will be the previous year, adjusted initially for 
prevailing consumer price inflation. 

There will be efficiency assumptions at both the industry and individual company 
levels. The industry factor is to be set at 1.25% per year for the first regulatory 
period, and 1.5% per year for the second. The individual company factors are set 
with reference to the most efficient operator within a series of defined company 
bands, which will be principally be based on scale. We understand that 2006 FY 
cost bases will be used for the benchmarking. 

A “capex allowance” for reinvestment is set at WACC times 1 % of replacement 
cost value of the asset base. The asset base has yet to be foiiiially defined, but we 
would look for WACC’s on post 2006 assets to continue to be set assuming a 
40% equity balance and ~ 7 . 9 %  post-tax nominal ROE and for pre-2006 assets to 
be 6.5% for post-tax nominal ROE allowances. 

On the basis of assumptions for consumer prices of 2.0-2.5% and asset values of 
c l 5 x  sales (current HCA valuation) it is difficult to see even the most efficient utility 
malting more than +I-1 5% per year in revenues. 

The question, then, is what the downside rislc to revenues is for the less efficient 
players. So far we have assumed that this will be relatively limited, and that in 
general revenues will tend to be flat nominal. 

The company specific efficiency factor will be limited so that at most 40% of the 
distance between the operator and best practice is closed over the first 2 regulatory 
periods, and then only relating to controllable costs. The table below indicates 
potential price movements during the first regulatory period, presuniing efficiency 
reductions are applied on a 10 year glide-path basis. 

Table 9: Annualised price movements implied by current incentive regulation formulae 

Annualised % change Inefficient Average Efficient 
Forecast HPlX +2 50% +2 50% +2 50% 
industry Efficiency -1 25% -1 25% -1 25% 
Stock specific -2 49% -1 10% t o  00% 
Efficiency gap to close 40% 20% 0% 

Capex adjustment +o 12% t.0 12% t o  12% 
Annual adjustment -1.12% +0.27% + I  37% 

Controllable costs % total 50% 50% 50% 

Source JPMorqan estimates 
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Downside case - Cuts sooner, not later 
Whilst currently unsubstantiated, we are concerned regarding a suggestion in a press 
report (Ber.liner- Zeitzing, December 29,2007) that the BNetzA may actually 
iiiiplement network fee reductions in the order of 20-25%. It is not clear from the 
reports whether this relates to (a) an aggregate 10 year cut, (b) an aggregate first 
phase (ie 5 year), or (c) a one-off cut in 2009. 

As a worst case, if it is the latter then we would see cuts for both RWE and E.ON of 
ce0.8-1.0bn, or 1.3-1.5% of RWE’s 2009E PBT and 7-9% for E.ON. The impact on 
valuations from a percentage perspective would be smaller though as such cuts 
would offset those likely to come later and we‘d expect the companies to respond via 
more rapid / drastic cost cutting. 

We would err on the side of optimisni for now, and retain our “flat-nominal” 
forecast, but clearly would see rislcs from negative sentiment if nothing else in the 
coming months as the BNetzA niakes its pricing decisions. 
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Reviewirig corporate firiaticial strategy, we’d suggest that R WE coiild aiuioiitice a 4 
year EBIT CAGR target ?fat least IO%, arid zip to 18%, with an iiiiderlyiiig dividerid 
growth of ,13% at its strategy review or1 February 22. For E.ON we see the groiry ’s 
March 6 rej7or-t bl-iiigirig liiglier capex but jortiial eai.riitigs guidance is urililcely to 
change. 

Both E.ON and particularly RWE have significant releveraging potential. We’d be 
cautious though near term given the potential for high levels of issuance across the 
sector currently that could create an expensive log-jam. RWE has both the most 
releveraging potential, but also the most flexibility to be able to wait out the current 
credit market weakness. 

Stated targets and potential for releveraging 
Both groups have clearly outlined balance sheet strategies for the coming years, but 
at this stage it is RWE that has by far the most “unused” potential. 

E.ON aims for a 3x “debt factor” (net debt + crystallizing provisions over 
EBITDA) by 2008E. We would expect this to be carried forward. Even with a 
€60bn capex plan and SO-60% payout ratio we still see room for significant extra 
investment / return of value longer term - to the tune of c 10% of market cap 
already by 2010E, rising rapidly as the ctirreiit capex programme tails off. 

Table I O :  E.OM funding target & potential 

€m 2006A 2007E 2008E 2009E 2010E 2011E 2012E 
Adi EBITDA 11,789 12,088 14,851 16,782 18,222 19,530 20,816 
Economic Net debt 18,231 21,622 39,407 42,298 44,542 37,281 29,583 
Debt factor 1 5  1 8  2 7  2 5  2 4  1 9  1 4  
Additional funding at3x 17,136 14,641 5,145 8,048 10,123 21,311 32,864 

Source: Company reports, JPMorgan estimates 

% Market Cap 17.1% 15.0% 5.6% 8.9% 11.2% 23.7% 36.5% 

0 RWE has so far stated its net debt target on more of an “absolute” basis, with a 
stated potential upper (but not target) of E22-24b11. We estimate that the company 
will be solidly net cash post the American Water disposal. This gives financial 
flexibility equivalent to ~ 5 0 %  of market cap using the e24bii net debt figure, or 
up to 60% at a 3x ND:EBITDA hurdle. Note here: (a) our capex forecast is 
c€400m/year below the company target due to the blocking of the Ensdorf coal- 
plant build, (b) we have not factored the previously discussed share buy-back that 
would follow an American Water sale, and (c) assets acquired would bring their 
own EBITDA, potentially giving extra financing capability for subsequent 
investments. 
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Table 11: RWE funding target and potential 

Qm 2006A 2007E 2008E 2009E 2010E 2011E 2012E 
EBITDA 7,172 8,525 8,623 9,471 9,936 10,344 10,740 
Net debt 6,864 5,656 -1,269 -332 -342 -661 -1,575 
ND EBITDA 1 0  0 7  -01 0 0  0 0  -01 -01 
Additional funding at E24bn 17,136 18,344 25,269 24,332 24,342 24,661 25,575 

ND EBITDA 3 3  2 8  2 8  2 5  24  2 3  2 2  
Additianal funding at 3x ND EBITDA 14,652 19,918 27,139 28,745 30,151 31,694 33,795 

Source Company reports, JPMorgan estimates 

% Market Cap 30% 33% 45% 43% 43% 44% 45% 

% Market Cap 26% 35% 48% 51% 53% 56% 60% 

Issue of funding aspirations 
Whilst easy enough to model in abstract, an achial increase in the indebtedness of the 
two groups in the magnitudes we are considering is in large part a function of the 
niarlcet’s willingness to absorb the bonds / credit lines required to do so. 

Om credit analysts estimate that the utilities sector - purely on tlie basis of debt roll- 
over, announced capex and M&A and value rehirii - can potentially supply over 
€64bn of exteriial fiinding during FY08 alone (see our the JPMorgan Credit research 
report “Eul-opeaii [Jtilities in 2008 - Updated sipply expectations”, .Jan 2, 2008). 

Given the current weak conditions in the credit markets - and presuniing no inaterial 
improvement from today’s level -we see a real risk of a “log-jam” emerging in the 
credit market, with the result of widening spreads. 

We do not yet see this necessarily as a reason to presume a failure of capex plans / 
buy-backs in 2008E or beyond, but would caution that any major issuances in the 
sector will need to be scnitinized carefully from a pricing perspective. 

We’d note here that E.ON’s >€ISbn external financing “need” for 2008E would be 
one of tlie largest potential corporate issuances since France Telecom’s $1 Sbn/€l6bn 
package in March 2001 ~ However, the issuance is probably not needed in its entirety 
until late 2008E when tlie recently extended €1 Obn credit facility expires. 

RWE, by contrast, should have a somewhat easier time with the proposed buy-back 
programme and debt coming due niore than covered by organic cash flow and if 
required noli-core disposals. 

t 
E.ON has outlined a clear 10% operating profit growth target driven by €60bn of 
capex to 2010E. We believe the profit target can be beaten by IO%, but we are 
concerned about the delivered rehirns on recent acquisitions - FY08 results on March 
6 will need to allay these. 

RWE have not outliiied integrated targets yet, but we would look for > I O %  operating 
profit growth off of >€2Sbn capex from the new strategic announcements scheduled 
for Febniary 22. 

E.ON 
E.ON has outlined a clear set of capex and earnings targets for 2006A-2010E: 
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An overall capex budget of €6Obn has been committed to, including €42bn of 
growth capex (of which €6bn will be spent after 2010E). 

Earnings growth of 10% in EBIT from 2006A to 2010E, or c€4bn increase in 
EBIT from a variety of sources. 

Table 12: Dissection of E.ON’s growth plans 

€m Tota112006A 2007E 2008E 2009E 2010E 
4,000 556 1,706 706 1,031 

925 231 231 231 231 
olw 2007-2009 capex 325 81 81 81 81 
olw New growth capex 600 150 150 150 150 

3. Efficiency measures 625 108 108 108 300 
olw 2007-2009 (“Bucket 1”) 325 108 108 108 
olw 2010 (“Bucket 2”) 300 300 

5. Margin improvements 950 217 217 217 300 
olw 2007-2009 (“Bucket 1”) 650 217 217 217 
olw 2 300 300 
EBIT 8,400 8,956 10,663 11,369 12,400 
Source Company statements, JPMorgan estimates 

2. Endesa I Viesgo 1,100 1 , I  00 

4. Trading bundling 400 0 50 150 200 

We believe that these targets are inherently conservative, particularly in regards to 
what can be delivered organically by the Nordic and CEE operations. Backing out 
developments in wholesale power we see only a 0.5% CAGR implied in all 
businesses outside Geniiany. 

Table 13: Implied CAGR in non-German wholesale power operations from management targets 

Margin improvements - € m 
olw Wholesale power in Germany - E rn 

950 
1955 

olw CO2 costs - E m  -500 
olw Regulation - € rn -600 
olw All other businesses - E  m 95 
% CAGR of margin improvement 0.5% 
Source: JPMorgan estimates 

Given we estimate these businesses should be able to deliver >4% we are therefore 
comfortable with having higher forecasts than management’s targets by around 10% 
Please see our report “PERszririg a deeper bucket of growtli”, June IS, 2007 for more 
details. 

This does not mean, however, that we should expect an increase in the targets 
formally at the FY07 results. Experience of the group’s 2003-2006 “on.top“ strategic 
capex and earnings plan showed that the originally set targets were beaten 
significantly. Management targeted EBIT of €6.7bn by2006, and in the end delivered 
€8. lbn  - although this 20% outperformance was accompanied by an acceleration in 
wholesale power margins. 
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Figure 11: Potential upside risk vs management targets, f m  
14,000 - 

12,000 

10,000 

8,000 

2008E 2009E 2010E 

Source: JPMorgan estimates, Company data 

We are convinced that E.ON’s investments made recently - excluding the E.ON 
Sverige minorities buy-in - will make the implicit 10% pre-tax RoIC (adjusted for oil 
taxes in the Skarv-Idun case) by 2012. However, this is somewhat beyond the 3-year 
commitment made by management. 

Table 14: E.ON recent investments RolC characteristics 

Em 2007E 2008E 2009E 2010E 2011E 2012E 
EBlT 116 126 156 600 1,098 1,391 
Airtricity (US wind) 10 24 53 96 140 164 
QGK4 (Russia generation) 80 57 49 438 835 1,105 
EnergiE2 (Spain Wind) 26 44 54 65 71 72 
Skarv ldun (Norway oil) 0 0 0 0 52 50 

Capital employed 8,711 9,545 10,400 11,255 11,910 12,566 

OGK4 5,979 6,231 6,23 1 6,231 6,231 6,231 
EnergiE2 722 922 1,122 1,322 1,322 1,322 
Skarv ldun 638 638 638 638 638 638 

RolC 1.3% 1.3% 1.5% 5.3% 9.2% 11.1% 
Airtricity 0 7% 1 4% 2 2% 3 1% 3 8% 3 8% 
OGK4 1 3% 0 9% 0 8% 7 0% 13 4% 17 7% 
EnergiE2 3 6% 4 8% 4 8% 4 9% 5 3% 5 4% 
Skarv ldun (post tax) 0 0% 0 0% 0 0% 0 0% 8 2% 7 9% 

Airtricity 1,373 1,754 2,409 3,064 3,720 4,375 

E.ON Sverige 7.9% 10.8% 11.9% 12.3% 13.4% 14.5% 
Source JPMorgan estimates 

As a consequence we will need to see clear evidence from management at the FY07 
results on March 6 2008 of deliveiy on the investment targets to remain confident of 
our optimistic forecasts. 

RWE - Expect operating growth target >lo% 
RWE has set a broad range of mid-term targets: 

Capex of €Sbn per year +/-lo% for 2007-201 0 covering both acquisitions and 
mainstream capex, of which 33% (€8.2bn total) is dedicated to growth capex, as 
opposed to maintenance (€7bn total), regulated grid (€1.4bn) or replacement 
(€8.4bn). Part of the replacement capex (el.7bn) will generate cost savings as a 
result of efficiency improvements. 
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The growth & efficiency capex (total c9.9bn) is expected to add €1 bn to 
operating result from 2007 to 201 1 .  Further, efficiency measures of€6001n 
realised by 2010E vs 2006A costs are included in group planning. 

Earnings targets of "5% organic growth in operating result medium term", and 
recurrent net income growth "of at least 10% in 2008" are somewhat vaguer than 
those given by E.ON, but provide we believe a secure floor. 

0 

Given our views on wholesale power prices, the potential from capex and efficiency 
measures and organic growth we'd see a ~ 1 0 %  growth in operating result being 
possible for RWE out to 2010E. 

Figure 12: Implici t  RWE Operating Result target, em 

I 8,000 ~ 

7,000 I 
10% CAGR 

6,000 I 

2006A Organic Capex Efficiency 2011E 

Source: JPMorgan estimates, Company data 

We would expect RWE to significantly extend its targets, both froin a capex and 
earnings perspective at the analyst meeting on February 22. The latter will be a 
function of the former, if management are confident of their ability to deliver returns 
of 1 0%0+ as iiiiplied by the current plans. 

In ternis of delivering on capex commitments, all we can say is that the ,jury is out - 
the group has not made any acquisitions over €400111 since the acquisition of Great 
Yarinouth Power in late 2005. Indeed, netting disposals off against all capex the 
group has reduced capital employed by e4.5bn. 

Given that this process has raised EVA by €6.501~1 (increase in EVA less exogenous 
factors such as wholesale power price increases), which implies a 14% pre-tax return 
we would certainly give RWE the initial benefit-of-the-doubt for its reinvestment 
plans. 

Overall, then, we could see a 2006A-20 1 1 E EBIT growth commitment of up to 18% 
(although a figure nearer 13% is more lilcely). Of course, the likely outcome figures 
may not necessarily be expressed in these terms. 
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Table 15: Potential RWE new operating result targets 
€m Current Mid case High case 
Capex 25,000 35,000 50,000 
olw MaintenancelReplacement 15,100 15,100 15,100 
olw Growth & Efficiency 9,900 19,900 34,900 
EBlT contribution 1,000 2,010 3,525 
Organic growth 1,443 1,767 2,103 
Growth rate 5% 6% 7% 

Efficiency enhancements 600 800 1000 
2011E EBlT 8,266 9,800 11,851 
% CAGR vs 2006A 10% 13% 18% 
Source JPMorgan estimates 

From a valuation perspective, the table below runs through a hypothetical calculation 
of how various capex programmes above and beyond the current one (ie €Sbn pa) 
might add to value and earnings. 

Table 16: RWE - Hypothetical impact of extra capex programmes above the current f5bn p.a. scheme 
€m Low Mid High 
Additional Capex 18,344 25,269 33,795 
Pre-tax WACC 9% 9 % 9% 
EVA 0% 1% 2% 
EBIT contribution 1,651 2,527 3,717 
less Interest cost & tax -1,073 -1,554 -2,180 
Net income contribution 578 973 1,538 
EPS contribution 1.0 1.7 2.7 
% EPS uplift for 2010E 14% 24% 38% 
NPV of EVA & tax shield, per share 0 0  7 5  20 0 
NPV of tax shield, per share 7 3  10 1 13 5 
% of share price 8% 18% 35% 
Source: JPMorgan estimates 

E.ON is midway through its buyback programme -we  would expect neither a 
cancellation nor extension, and see dividend growth of 15% as sustainable to 201 2E. 
RWE has yet to recommit to a programme of buy-backs, but we would expect a 
small programme to be launched, along with DPS growth of >13% underlying to be 
announced. 

E.ON 
E.ON is currently half way through its €7bn share buy-back programme. Eveii with 
our concerns regarding the funding enviroimient we would expect this to be 
completed, although potentially later rather than earlier in  2008. 

On the other side, we would not expect management to extend the programme. As 
noted above there is potentially e9.4bn of financial headroom by 2010E within the 
group’s 3x debt factor. We’d expect this, though, to be used for an extended capex 
programme, rather than a buy-back. 

The FY07 results on March 6 2008 will also include the group’s annual capex budget 
update, which had been postponed from its usual date in December. We could 
reasonably expect the capex budget to be upgraded at this time. 
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From a dividend perspective niaiiagement are committed to a payout ratio of SO-60% 
and a divideiid growth of 10-20% on average. Our forecast is at the top end of this 
range, and therefore we do not expect a fornial bump in the dividend targets. 

RWE 
Manageinent had previously committed to a 70-80% payout ratio for 2007E and a 
buy-back programme of indeterniinate size contingent 011 the successful IPO of a 
niajority in American Water. Following the postponement of the IPO on November 
14 these were postponed "to the year of the IPO". 

We would not expect niaiiageiiient to nialce any significant changes to dividend 
policy, but 011 our raised forecasts we should see a DPS CAGR of 6% on a reported 
basis, and 13y0 on an underlying basis vs 2006A. 

Table 17: RWE dividend outlook 

€ per share 2006A 2007E 2008E 2009E 2010E CAGR 
"Underlying" DPS 2 63 3 01 3 75 4 16 434 133% 
"Speciai" DPS 0 87 0 00 1 25 0 00 0 00 
Total DPS 3.50 3 01 5.00 4 16 4.34 5.5% 
Recurrent EPS 4 38 5 01 6 25 6 94 723 133% 
Payout ratio 80% 60% 80% 60% 60% 

Source JPMorgan estimates, Company data 
Implied yield 3 6% 3 1% 5 2% 4 3% 4 5% 

As discussed already, RWE has significant free balance sheet capacity to carry out a 
buy-back programme, as previously committed to. Whether the group continues to 
follow this course in light of the forthcoming capex programme remains to be seen. 

In  any event we would expect to see a prograinme c@!bll(c7% of market cap) given 
the group's distributable reserves (as defined under German GAAP, coiiimercial 
balance sheet). 

There may be possibilities to boost this either via (a) conversion of retained earnings 
to distributable reserves or (b) altering consolidation of subsidiaries to move the AG 
figure closer to the Group consolidated figure under IFRS. However, we would not 
count on this for now. 

Table 18: RWE - B u y b a c k  potential under German GAAP, AG accounts vs Group IFRS accounts 

€m AG GAAP reserves Group IFRS reserves 
2006 yle Distributable reserves 2,728 
plus 2007 Net income 3,138 

- 

less 2007 Dividend -1,690 
2007 yle Distributable reserves 4,175 
% Market Cap 7.4% 

% Market Cap 3.6% 19.3% 
Retained earnings 1,968 10,557 

Source: JPMorgan estimates, Company dala * Using IFRS earnings, which may not relect GAAP earnings given the latter is based 
on distributions from subsidiaries rather than consolidated income approach **  Distributable reserves and retained earnings 
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E.ON’s strategy aridasset base is ariiorigst the lli0St aitractive in the sector in ozrr 
view. We tliirik the riiarlcet is riot yet assigning a f i r 1 1  value for this, and with the 
yoteiitial for increased targets or1 March 6, arid an attractive vahration we stay 0 W 
despite the riegatise backdrop fr-orn network arid retail price reviews in Gerrnany. 

Inves 
Earnings outlook: We forecast an 13% EBIT CAGR and 1.3% RNI CAGR 
201 1 E vs 2006A, with key drivers being wholesale power, corporate 
rationalization in trading and procurement, growth in East Europe and Nordic 
markets and reinvestment offset by tightening regulation and C02 allocations. 
Our forecasts are well ahead of the group’s stated “10 by I O ”  plans. 

Corporate strategy: By end 2007 E.ON will have the broadest geographic 
spread of all the European utilities, and is seeking to leverage this through 
integrated trading and procurement operations and selective (but significant) 
reinvestments. We have some concerns regarding the timing of returns to be 
achieved by some parts of the group‘s e42bn growth capex plan (see p16 for more 
details), but remain convinced that the plan is significant EVA positive overall. 

Valuation: E.ON is trading at a 17% discount to our revised €173.8 end Dec-08 
target price (previously €1.55.4/Dec-08) and looks significantly undervalued on 
multiples - particularly ad,justed for the Gazprom stake at 1 2 . 3 ~  2008E P/E 
(sector 18 .3~) .  We also find the value return story interesting - with 8% return by 
end 2008 between the buy-back and dividend plans. 

Where we are different from consensus: We are more bullish than both 
management guidance (12% on 2010E EBIT) and consensus (7% 011 2008E 
EPS). Our target price compares to a Blooniberg consensus average of around 
€146/share. This steins from our belief that (a) consensus has yet to fully factor 
E.ON’s strategy plan, particularly in regards to the acquisition of assets in 
Southern Europe and (b) that management have been conservative on organic 
growth potential, especially in E.Europe arid the Nordic markets. 

Catalysts: A key fiiiidaiiiental concern at this stage is the reviews by the BKartA 
into retail power price setting and the BNetzA into 2009-2013 network prices. 
These are both issues that will unwind through 2008 - we see no major 
waymarker dates so far. In ternis of our ”consensus upgrade” story, we’d see 
management announcements on March 6, and the completion of the asset 
purchases in southern Europe and Sweden during 1H08 as being key catalysts. 

0 

Table 19: E.ON valuation multiples 

Dec 31 yle, ex Gazprom 2007E 2008E 2009E 2010E 201 1 E 
Multiples at €173.5 target price 
PIE * 17 8x 14 9x 13 3x 12 Ix  i o  9x 
Declared Yield 2 6% 3 3% 3 7% 4 4% 4 9% 
FCF Adjusted -3 3% -19 0% -1 7% -0 6% 10 8% 
EVIEBITDA 10 6x 9 9x 8 9x 8 3x 7 9x 
Multiples at €148.1 share price 
PIE * 147x 123x 11 I x  10 ox 9 I x  
Declared Yield 3 0% 3 7% 4 2% 5 0% 5 5% 
FCF Adjusted -4 0% -22 8% -2 0% -0 8% 13 0% 

Source JPMorgan estimates ‘Adjusted for Gazprom stake 
EVIEBITDA 9 3x 8 8x 8 ox 7 5x 7 1 x -  
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Table 20: E.ORl’s key drivers of group profit before exceptionals and tax 
€m, Dec 31 y/e 2007E 2008E 2009E 2010E- 2011E 2OlIEvs 2006A 

olw Wholesale power, Germany a95 -203 1,009 14 253 2,601 

olw East Europe (power and gas) 69 350 86 490 505 1,500 
olw Wholesale power, Nordic 410 336 122 46 131 1,044 

olw Southern Europe 0 1,054 116 93 116 1,170 

olw New investments and Others -259 a21 44 1 383 191 1,153 
% change PEETy-o-y 12.8% 22.0% 12.4% 9.4% 9.9% 13.0% 
Source: JPMorgan estimates 

Change in group PBET 902 1,754 1,210 1,023 1,189 6,078 

olw Regulation, Germany -334 -227 0 0 0 -56 1 

olw Interest expense 77 -326 -466 -117 112 -720 

olw UK Gentailing margins 44 -50 -98 114 -119 -109 

Table 21: E.ON’s key sensitivities 
Variable Our assumption Flex PBT effect a €m So-P effect €/share 
German electricity 

--.- 

Nehvork regulation 20% price cut 5% points 1 a7 3 9  
Nuclear plant lives 32 years 40 years 3 a  
Long term price, Germany E65.0lMWh E5lMWh 575 12.0 

Gas nehvork regulation 20% price cut 5% points 43 0 9  
Long term price, UK f39 OlMWh f3lMWh 154 2 1  
UK supply I t EBIT margin 6 5% 100bp 97 i a  

Other divisions 

Nordpool price €55 7lMWh WMWh 165 3 2  
Long term price, Italy €62 6lMWh E5lMWh 222 2 5  
Lona term price. Spain €58 7lMWh ESlMWh 146 3 1  
US return on rate base 9.4% IOObp 1.6 
Group 20% price cut 5% points 1 a7 3 9  
GO2 price 32 years 40 years 3 a  
Average WACC E65.0lMWh E5lMWh 575 12.0 
Source: JPMorgan estimates 

E.ON has continued to be a strong performer over the past 12 months, with a steady 
upward climb driven by a mixture of re-rating (shown in Figure 15 below) and high 
consensus estimates. Whilst the group has well-broken through the 1 Sx FY 1 
consensiis P/E level, we‘d see this as sustainable as we believe that the share price is 
running somewhat ahead of formal consensus forecasts. 

Whilst the share price relative performance looks extreme, and niay raise concerns 
regarding a reversal, we’d note that it is part of a longer term trend of performance 
since 2002 when E.ON broke away from its conglomerate background and began 
building its international network of utility assets. We‘d therefore see it as an ongoing 
trend. 
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Figure 13: E.ON Share Price Performance, Elshare, past 2 years 
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Figure 15: E.ON Share Price Performance, €Ishare, past 10 years 
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Figure 14: E.ON PIE bands, €/share, past 2 years 
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Figure 16: E.ON PIE bands, €/share, past 6 years 
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We have modestly trimmed our near term estimates - principally due to (a) slightly 
less bullish 2008E contracting than we first expected aid (b) weaker SEWEUR rates 
- now at SEKI0.W vs SEK9.4/€ before. Longer tern? our forecasts rise due to our 
higher wholesale power price forecasts commensurate with the move to a $6S/bbl 
fiiel-stick. 

Table 22: E.ON forecast revisions 

€ m  2007E 2008E 2009E 2010E 201 I E 
Old EBlT 9,007 11,009 12,663 13,536 13,939 
New EBlT 8,975 1 1,055 12,731 13,871 14,948 
% Rewsion -0 4% 0 4% 0 5% 2 5% 7 2% 
Old Ad] EPS 7 79 10 09 11 58 12 43 13 00 
New Adj EPS 7 7a 9 81 11 24 12 41 13 70 
% Rewaon -0 1% -2 8% -2 9% -0 2% 5 4% 
Old DPS 4 40 5 70 6 37 7 46 7 ao 
New DPS 4 39 5 54 6 i a  7 44 a 22 
% Rewsion -0 1% -2 8% -2 9% -0 2% 5 4% 
Source JPMorgan estimates 
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The spread between coiisensus and our forecasts continues to narrow, with a spread 
of 7% on 2008E EPS vs 19% in the i i i n  up to the 11307 results in August. We are 
also below consensus for the first time 011 the 2007E forecasts. We would expect to 
see further upgrades in the 2008E/2009E forecasts in consensus as we move into the 
period ahead of, and immediately after, the March 6 2008 earnings release. 

Table 23: Comparison of consensus forecasts for E.ON vs JPMorgan estimates 

2008E 2009E € m  
Consensus EBlT 8,950 9,975 10,890 
JPMe EBlT 8,975 1 1,055 12,731 

Consensus EPS 8 04 9 14 10 06 
JPMe EPS 7 78 9 81 11 24 

Consensus DPS 3 97 4 62 5 19 
JPMe DPS 4 39 5 54 6 18 

Source JPMorgan estimates, Bloomberg for consensus 

2007E ___.I_ 

% spread 0 3% 10 8% 16 9% 

% spread -3 2% 7 3% 11 7% 

% spread 10.7% 20.0% 19.1% 

The following tables provide fiirther details of our forecasts for the group. 

Table 24: E.ON Contributors to Group EBlT (US GAAP for  historicals) 

2005A 2006A 2007E 2008E 2009E 2010E 2011E 5y fcst CAGR €m, Dec yle 
Central Europe 3,930 4,168 4,828 4,990 6,305 7,016 7,775 13.3% 
olw German Electricity 3,389 3,550 4,240 4,327 5,607 5,880 6,193 11 8% 
olw German Gas 307 272 211 196 204 213 222 -4 0% 
olw East Europe 237 269 298 386 412 838 1,275 36 5% 
olw Other -3 77 79 81 83 85 87 2 4% 
Pan-European Gas 1,536 2,106 2,079 2,446 2,656 2,816 2,985 7.2% 
olw UplMidstream 988 1,684 1,477 1,640 1,802 1,906 2,015 3 7% 
olw Downstream 551 431 627 815 868 925 986 18 0% 
olw IndustrieslQther -3 -9 -25 -9 -13 -16 -16 12 2% 
United Kingdom 963 1,229 1,269 1,207 1,105 1,221 1,107 -2.1% 
olw Regulated 45 1 487 483 47 1 467 469 473 -0 6% 
olw Unregulated 512 742 786 736 638 752 633 -3 1% 
Nordic 806 61 9 976 1,329 1,458 1 3 1  1 1,649 21 “7% 

olw Unregulated 474 41 9 366 383 391 398 406 -0 6% 

-. 
-- 

olw Regulated 332 200 610 946 1,067 1,113 1,244 44 1% 

US Mid West 365 391 373 380 386 395 403 0.6% 
Southern Europe 1,054 1,170 1,263 1,379 -0.2% 
olw Spain 196 206 28 1 290 -12 0% 
olw Italy 772 868 834 82 1 1 9% 
olw France I Other 85 96 148 268 23 7% 
OtherlConsolidation -267 -363 -550 -350 -350 -350 -350 -0.7% 
E.ON Group 7,333 8,150 8,975 11,055 12,731 13,871 14,948 12.9% 
Source: JPMorgan estimates, Company data 
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Table 25: E.ON Group Profit and Loss Account (US GAAP for historicals) 

€m, Dec yle 2005A 2006A 2007E 2008E 2009E 2010E 2011E 5y fcst CAGR- 

EBITDA 10,272 11,353 12,088 14,851 16,782 18,222 19,530 11.5% 
% change -2 7% 10 5% 6 5% 22 9% 13 0% a 6% 7 2% 

EBlT 7,333 8,150 8,975 11,055 12,731 13,871 14,948 12.9% 
% change -0 4% 11 7 %  10 1% 23 2% 15 2% 9 0% 7 8% 

PBET 6,306 7,069 7,971 9,725 10,935 I I ,958 13,147 13 2% 

Revenues, ex taxes 56,399 67,759 59,967 71,497 84,454 91,944 94,560 6 9% 

Depreciation I Amortisation -2,939 -3,203 -3,113 -3,796 -4,05 1 -4,351 -4,582 

Financial expenses -1,027 -1,081 -1,004 -1,330 -1,796 -1,913 -1,801 

% change 14% 12 1% 12 8% 22 0% 12 4% 9 4% 9 9% 
Non-operating items 902 -1,936 1,026 0 0 0 0 
olw Net book gains 49 1 1,205 990 0 0 0 0 
olw Restructuring expense -29 0 0 0 0 0 0 
olw others 440 -3,141 36 0 0 0 0 
PBT 7,208 5,133 8,997 9,725 10,935 11,958 13,147 20.7% 
Income lax -2,276 323 -2,326 -2,820 -3,280 -3,587 -3,944 
Minority interests -553 -526 -639 -922 -983 - 1,005 -1,073 
Net income, continuing 4,379 4,930 6,031 5,983 6,67 1 7,365 8,130 10 5% 
Net income, discontinued 3,035 127 0 0 0 0 0 
Reported net income 7,407 5,057 6,031 5,983 6,671 7,365 a, I 30 10 0% 
% change 70 7% -31 7% 19 3% -0 8% 11 5% 10 4% 104% 

% change -3 4% 20 5% 14 lz 19 5% 1 7  5% 10 4% 10 4% 
Adjusted net income 3,640 4,386 5,005 5,983 6,671 7,365 8,130 13 1% 

Source JPMorgan estimates, Company data 

Table 26: E.ON Group Balance Sheet (US GAAP for historicals) 

€m, Dec yle 2005A 2006A 2007E 2008E 2009E 2010E 2011E % '07E.Equity 
Tangiblellntangible assets 45,448 46,447 50,748 69,505 77,578 85,391 83,665 97% 
Goodwill 15,363 15,124 15,131 15,302 15,473 15,644 15,815 29% 
L T financial assets 21,686 34,773 34,773 34,773 34,773 34,773 34,773 66% 
Inventories 2,457 3,990 3,531 4,210 4,973 5,414 5,568 7 % 
Operating receivables 21,354 17,698 16,576 18,236 20,102 21,180 21,557 32% 
Cash & securities 15,119 6,187 7,122 5,758 6,235 6,310 10,833 14% 
Other assets 5,135 3,013 2,306 2,406 2,531 2,599 2,614 4% 
Total assets 126,562 127,232 130,187 150,191 161,664 171,311 174,825 249% 
Shareholders' equity 44,484 47,961 47,047 49,306 55,845 62,060 67,610 90% 
Minority interests 4,734 4,917 5,262 5,760 6,291 6,834 7,413 10% 
Pension provisions 8,720 3,769 3,396 2,813 2,175 1,490 746 6% 
Nuclear provisions 13,362 13,646 13,651 13,656 13,661 13,666 13,671 26% 
Financial liabilities 14,362 13,399 18,093 35,093 39,093 42,093 40,093 35% 
Other liabilities 40,900 43,540 42,738 43,563 44,600 45,169 45,292 82% 
Total equitylliabilities 126,562 127,232 130,187 150,191 161,664 171,311 ___ 174,825 249% 
Economic Net Debt - 20,238 18,231 21,622 39,407 42,298 37,281 41 % 44,542 - ~ - - - . . ~  
Source: JPMorgan estimates, Company data 
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Table 27: E.ON Group Cash Flow Statement (US GAAP for historicals) 
Em, Dec yle 2 0 0 5 A -  2006A 2007E 2008E 2009E 2010E 2011E 5y fcst CAGR 
Net income 7,407 5,057 6,031 5,983 6,671 7,365 8,130 
Depreciation etc 3,068 
Net working capital -1,027 
Other non-cash items -2,847 
Cash flow from operations 6,601 
Investments -4,337 
Disposals 6,599 
Others -1,863 
Cash flow from investments 399 
E ON group dividends -1,549 
Minority dividends -245 
Others -4,671 

3,751 3,113 
-1,261 779 

-353 -700 
7,194 9,223 

-5,161 -7,399 
3,954 0 

-3.294 0 
-4,501 -7,399 
-4,614 -2,195 

3,796 

2,684 
-1,514 

10,948 
-22,553 

0 
0 

-22,553 
-2,734 

-424 
13,400 

4,051 

3,189 
12,319 

-1 2,123 
0 
0 

-1,592 

-12,123 
-3,266 

-452 
4,000 

4,351 4,582 

2,577 1,956 
-950 -408 

13,343 14,260 14.7% 
-12,164 -6,856 5 8% 

0 0 
0 0 

-12,164 -6,856 
-3,642 -4,386 -1 0% 

-463 -494 
3,000 -2,000 

-242 -294 
-993 1,600 

Cash flow from financing -6,465 -5,849 -889 10,242 281 -1,104 -6,880 
Other items 77 -38 0 0 0 0 0 
Change in cash and securities 612 -3,194 935 -1,363 477 74 523 
Free cash flow (adj) -770 -2,306 -2,616 - 16,377 -995 -22 6,172 

Source: JPMorgan estimates, Company data 

Table 28: E.OM Group per share data and key ratios (US GAAP for historicals) 
€m, Dec yle 2005A 2006A 2007E 2008E 2009E 2010E 2011E 5y fcst CAGR 

EPS (reported) 11 '24 7.67 9.38 9.81 11.24 12.41 13.70 12 3% 
% change 70 3% -31 7% 22 3% 4 6% 14 6% 10 4% 104% 

% change -3 7% 20 5% 17 0% 26 0% 14 6% 104% 10 4% 
DPS declared 7.00 3.35 4.39 5.54 6.18 7.44 8.22 19.7% 
% change 197 9% -52 1% 31 2% 26 2% 115% 20 4% 104% 

FCFPS (adjusted) -1 17 -3 50 -4 07 -26 84 -1 68 -0 04 1040 

Shares in issue (avg) 659 659 643 610 594 594 594 

EPS (adjusted) 5 52 6 65 7 78 9 81 11 24 12 41 13 70 15 5% 

Payout ratio (reported) 127% 50% 56% 57% 55% 60% 60% 3 6% 

ROE (reported) 16 7% 10 5% 12 8% 12 1% 11 9% 11 9% 12 0% 

Gearing (DICE) -8 5% 0 5% 7 1% 28 9% 29 4% 29 5% 22 9% 

RoCE (E.ON) 12.1% 13.2% 13.9% 13.5% 14.5% 15.3% 16.1% 
Gearing (DIE) -7 8% 0 5% 7 7% 40 7% 41 7% 41 9% 29 7% 

Gearing (FFO ND) 32 7% 36 0% 39 5% 26 6% 28 0% 28 8% 36 5% 
Gearing (NDIEBITDA) -0.1x 0 . 6 ~  0.9x 2.0x 2.0x 2.0x 1 . 5 ~  
Source JPMorgan estimates. Company data 

We have revised our target price from €155.4/share to €173.8/share - the principal 
drivers of which are: higher wholesale power prices in the Central Europe and 
Nordic business units; inclusion of OGK-4 in Central Europe International; increased 
Gazprorn share price (now R1JB330/share vs RUB270hhare before); lower than- 
expected minority interest cost for the E.ON Sverige buy-out. 
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Table 29: E.ON - Revision of our target price, €/share sum-of-parts basis 

€ per share Old New ,-Change % Change %of group change 
Central Europe 94 9 104 0 9 0  9% 51% 
Germany 75 1 82 5 7 5  10% 42% 
lnternatibnal 

Pan-European Gas 
United Kingdom 
Nordic 
LG&E 
Southern Europe 
Enterprise Value 
Net Financial Position 
Provisions 
Minority Interests 
Equity Value yle 08 
DPS May 07 
Target price 
Source: JPMorgan estimates 

19 9 
61 2 
23 8 
27 8 
8 4  

21 5 
239.0 
-36 2 
-31 6 
-19 9 
151 3 

4 4  
155.7 

21 4 
67 4 
24 1 
30 4 
8 9  

22 3 
258.6 
-37 7 
-31 6 
-20 2 
169 1 

4 4  
173.5 

1 5  
6 1  
0 3  
2 6  
0 5  
0 8  

19.7 
-1 5 
0 0  

-0 4 
17 8 
0 0  

17.8 

8% 
10% 

1% 
9 % 
6 % 
4% 
8% 

0% 
2% 

12% 
0% 

11% 

4% 

9% 
35% 
2% 

15% 
3% 
4% 

111% 
-9% 
0% 

-2% 
100% 

0 % 
100% .- 

We base our €1 73.8/share fornial target price on a sum-of-parts valuation, itself 
driven by discounted cash flow analyses for each division. On average we apply a 
WACC of 6.0% post tax and an average 1.5% terminal growth rate. 

Whilst the implied multiple on an EV/EBITDA basis is significantly higher than that 
for RWE we'd note that (a) the E.ON valuation includes c€24/share from the group's 
Gazproni stake, which contributes little to earnings and (b) the growth potential, 
returns, and average remaining asset life are all much better for E.ON vs RWE. 

Table 30: E.ON sum-of-parts valuation 

Division € m  € p.5. % EV Comparator Measure 
Central Europe 61,708 104.0 40.2% 9 . 4 ~  '08E EBITDA 
Germany 49,001 82 5 31 9% 8 7x '08E EBITDA 
International 12,707 21 4 8 3% 14 l x  '08E EBITDA 

Pan-European Gas 39,998 67 4 26 1% 13 Ox '08E EBITDA 
Operating Businesses 25,893 43 6 16 9% 9 5x '08E EBITDA 
G a z p r o m 14,105 23 8 9 2% 2 5% '08E Income Yield 
United Kingdom 14,327 24.1 9.3% 8 . 0 ~  '08E EBITDA 
Energy Services 10,216 17 2 6 7% 9 I x  '08E EBITDA 
Generation 5,896 9 9  3 8% 445 GBPIkW 
Supply 4,320 7 3  2 8% 348 GBPIcustomer 
Central Networks 4,111 6 9  2 7% 1 % Premium to RAV 
Nordic 18,048 30 4 11 8% 10 6x 'O8E EBITDA 
LG&E 5,261 8 9  3 4% 8 7x '08E EBITDA 
Southern Europe 13,217 22 3 8 6% 8 9x 'O8E EBITDA 
Spain 3,994 6 7  2 6% 12 7x 'O8E EBITDA 
Italy 6,457 10 9 4 2% 6 6x '08E EBITDA 
Rest of Europe 2,765 4 7  1 8% 13 9x '08E EBITDA 

Corporate Center and assets 973 1 6  0 6% 
Enterprise Value 153,531 258.6 100.0% 9 . 4 ~  '08E EBITDA adj 

'08E Book ad] 
Provisions -18,771 -31 6 -122% Sum-of-Parts 
Nuclear -13,656 -23 0 -8 9% '08E Book 
Pension -2,813 -4 7 -1 8% '08E Book 
Mining I Environmental -2,302 -3 9 -1 5% 'O8E Book 

Equity Value 100,361 169.1 65.4% 1 6 . 8 ~  '08E PIE 

Source JPMorgan estimates 

-. 

Net Financial Position -22,390 -377 -146% 

-7 8% '08E Adj Book Minority Interests -12,009 -20 2 
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Financial risks: Key risks to our valuation are outlined on page 22 above, but 
principally relate to: wholesale power prices; the progress of German network 
regulation; successful iniplenientatioii of the group's cost cutting and 
reinvestment prograniines. Key risks to our rating are similar in nature given a 
large part of the OW rating is predicated on steady rises in consensus earnings. 

Non financial risks: E.ON is a significant nuclear power operator across 
Geiniaiiy and the Nordic markets, and whilst the safety recommend is 
impeccable, there have been a nuniber of operational problems recently in 
facilities where E.ON is an owner, but not the operator. E.ON has significant 
investments in Russia (somewhat north of €20bn in all, or ~ 2 0 %  of market cap) 
but as far as we can tell all the significant international goveniance guidelines 
have been adhered to. E.ON operates a standard Geiman two-board system, and 
management iiicentivisation uses a series of operating measures that ensure that 
shareholders' long-term interests are adhered to. 
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3.8 
R WE has riiariy opportuiiities giveii itsJiiiaiicia1 jle.xibility - we look forward to 
February 22 as a positive catalyst for the shares with rnaiiagerneiit expected to 
provide details ofj i i tuia developiiieiits and targets Outside this, though, we thirilc tlie 
stock loolcs jiilly valued eveii allowiiig for a higher power price / iiinrgiii 
assziinptiotis. 

Earnings outlook: Our revised forecasts show a 5 year Operating liiconie CAGR 
of 7.4% at the group level, and recurrent net income growth of up to 1 1.2%. Main 
earnings drivers are: expanding wholesale margins (el.82bn including COl 
costs); eG00ni of cost cutting; up to €8OOni from new power plant investments; 
impact of degearing; with the main offset coming from Gerinan network 
regulation. 

Corporate strategy: RWE is currently pursuing a "regular" utility strategy with 
a focus on cost cutting and reinvestment in new power plant, backed by organic 
growth from power price increases. We'd expect the strategy aiinouncenieiits due 
on Febniary 22 to effectively be the same, but writ larger with a 5 year capex 
programme of up to eS0bn and 5 year Operating Result CAGR of 10-1 8%. 

Valuation: RWE is trading at a modest premium to our revised target price, and 
is trading in line with the sector. Whilst we see upside opportunity from 
restructuring, we'd argue the asset base as is should trade at a discortrit giveii its 
age and high C02 exposure. Put another way - RWE is perhaps a trading BUY, but 
a fiindamental Neutral in the absence of any radical new strategic direction 

Where we are different to consensus: Having upgraded our wholesale power 
price and retail margin assumptions for Gemany our forecasts and target price 
are essentially in-line with consensus. We'd see the potential for upside to both 
our and consensus forecasts from strategic developments. 

Catalysts: A key fiiiidanieiital concern at this stage for RWE is the reviews by 
the BKartA into retail power price setting and the BNetzA into 2009-201.3 
network prices. RWE is more exposed than E.ON - Germany is around GO% of 
EV vs 32% for E.ON. However, these are both issues that will unwind through 
2008 -we see no major waymarker dates so far. Of more importance near term is 
the strategic announcements scheduled to be made by management on February 
22 2008 discussed above. 

Table 31: RWE valuation multiples 
Dec 31 yle 2007E 2008E 2009E 2010E 2011E 
Multiples at €94.8 target price 
PIE 18 7x 15 Ox 13 5x 13 Ox 12 6x 
Declared Yield 3 2% 5 3% 4 4% 4 6% 4 8% 
FCF Adjusted 2 1% 0 9% 2 1% 3 0% 3 7% 
EVIEBITDA 9 2x 8 3x 7 8x 7 5x 7 3x 
Multiples at €97.1 share price 
PIE 19 4x 15 5x 14 Ox 13 4x 13 Ox 

FCF Adjusted 2 0% 0 9% 2 0% 2 9% 3 6% 

Source JPMorgan estimates 

- 

Declared Yield 3 1% 5 2% 4 3% 4 5% 4 6% 

EVIEBITDA 9 4x 85x - 8 ox 7 7x 7 4 x  

29 

mailto:christopher.g.rogers@jpmorgan.com


Chris Rogers European Equity Research 
(44-20) 7325-9069 14 January 2008 
Christopher g rogers@jpmorgan corn 

JPMorgan 

Table 32: RWE key earnings drivers 

2007E 2008E 2009E 2010E 2011E 2011E vs 2006A 
Change in PBET 1,656 344 646 259 186 3,091 
olw Wholesale power, Germany 691 468 396 40 231 1,826 
olw Degearing 73 1 107 -42 -63 -76 657 
olw Cost cutting ex water 238 150 175 175 0 738 
olw Power regulation, Germany -620 -240 0 0 0 -860 
olw UK water 48 43 45 20 11 167 
olw nPower 233 -123 86 23 -29 189 
olw All other factors 336 -6 1 -14 64 49 373 
% ch. PBETy-0-y 45.4% 6.5% 11.4% 4.1% 2.8% 13.1% 

- €m, Dec 31 yle - 

Source: JPMorgan estimates 

Table 33: RWE group key sensitivities 

Variable Our assumption Flex PBT effect -€m S-0-P effect (Ishare 
German electricitv 
oil price, long term $65lhbl $5lbbl 429 9.2 
Network regulation 25% total cut over 3 years 5% paints 172 3 9  
Cost cutting €6001~1 2006A-2010E E250m 250 1 2  
Nuclear plant lives 32 years 40 years 2.9 
Other divisions 
npower 1.t. EBlT margin 8.0% IOObp 58 1.1 
Group 
CQ2 €30lt E40lt 107 2 2  
Average WACC 5.75% t50bp -7.5 

Source: JPMorgan estimates 

RWE shares have strengthened steadily in absolute and relative terms since niid-'07 
largely on the back (we believe) of higher commodity prices and optimistic 
expectations regarding potential strategic changes of direction by the recently 
appointed CEO Juergen Grossmann. The major reversal in 4Q07 coincided with the 
decision by RWE management to postpone the sale of its IJS non-core assets. 

The stock is trading at the top end of its historic P/E band range, though, suggesting 
that there is some optimisni in the shares -but that it is not yet at blue sky levels. 
Indeed, this is a similar pattern to that demonstrated by E.ON in lQ07. 

Figure 17: RWE share price performance, €/share, last 2 years 
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Figure 18: RWE PIE bands analysis, €/share, last 2 years 
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On a longer term vista the group has been a clear trade on the improving power 
generation margin theme that has been apparent since early 2004, This has been 
helped by the niaiiagenient moves over the past three years to exit the group’s poorly 
received multi-utility strategy, and hindered somewhat in 2006 and 2007 by RWE’s 
“carbon heavy” generation mix. We’d see the latter as being firnily in the share price 
now however. 

Figure 19: RWE share pr ice performance, €Ishare, last 10 years 
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Figure 20: RWE PIE bands analysis, €Ishare, last 6 years 
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We have revised our forecasts upwards as a result of: higher wholesale power price 
assumptions, including better-than-expected contracting demonstrated at the 3Q07 
results; successfill delivery of higher retail power prices in Germany; higher oil price 
achieved in upstream gas. 

Table 34: RWE forecast revisions 

€ m  2007E 2008E 2009E 2010E 2011E 
Old Operating Profit 6,269 6,613 6,820 7,052 7,026 
New Operating Profit 6,606 6,843 7,531 7,853 8,114 
% Revision 5 4% 3 5% 10 4% 11 3% 15 5% 
Old Adj EPS 5 20 5 96 6 19 6 34 6 22 
New Adj EPS 5 01 6 25 6 94 7 23 7 45 
% Revision -3 6% 4 8% 12 1% 14 0% 19 7% 
Old DPS 4 16 3 58 3 71 3 81 3 73 
New DPS 3 01 5 00 4 16 4 34 4 47 
% Revision -27.7% 39.8% 12.1% 14.0% 19.7% 
Source JPMorgan eslimates 

As a consequence, our forecasts are now basically in line with the consensus reported 
on RWE’s website. The only area of discrepancy appears to be on the dividend, 
where the reported consensus still seems to be factoring in a high payout for 2007E. 
We’d not see this as significant, and simply a matter of timing of consensus collation 
by RWE, who use a quarterly gathering timetable. 
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Table 35: RWE - Consensus vs JPMorgan forecasts 

€ m  2007E 2008E 2009E 
Consensus Operating Profit 6,927 7,087 7,469 
JPMe Operating Profit 6,606 6,843 7,531 
% spread -4 6% -3 4% 0 8% 
Consensus IFRS EPS 5 78 6 51 6 97 
JPMe IFRS EPS 5 01 6 25 6 94 
% spread -133% -3 9% -0 5% 
Consensus DPS 4 05 3 76 4 00 
JPMe DPS 3 01 5 00 4 16 
% spread -25.8% 33.1% 4.1% 
Source: Bloomberg for consensus, JPMorgan estimates 

The following tables detail our forecasts for the group. 

Table 36: RWE -Contr ibutors to group operating result 

dm, Dec yle 2005A 2006A 2007E 2008E 2009E 2010E 2011E 5y fcst CAGR 
RWE Power 2,112 2,744 3,316 3,967 4,374 4,478 4,695 11.3% 
Power Generation 1,667 2,132 2,833 3,297 3,680 3,706 3,870 12 7% 
RWE DEA 445 612 483 670 694 772 824 6 1% 
RWE Energy 2,507 2,506 2,252 2,404 2,599 2,795 2,869 2.7% 
German Regions 1,609 1,427 1,135 1,180 1,352 1,526 1,575 2 0% 
International Regions 38 1 403 484 608 630 654 680 11 0% 
E&G Transmission 452 76 1 642 624 62 1 619 616 -4 1% 
Other 65 -85 -9 -7 -5 -3 -1 -56 9% 
RWE npower 437 512 745 621 707 730 701 6.5% 
Other 315 -81 293 -150 -1 50 -1 50 -150 
RWE Group 5,371 5,681 6,606 6,843 7,531 7,853 8,114 7.4% 
Source: JPMorgan estimates, Company data 

Table 37: RWE Group Profi t  and Loss Account 

€m, Dee yle 2005A 2006A 2007E 2008E 2009E 2010E 201 1 E 5y fcst CAGR 
Revenues ex tax 40,518 42,871 43,590 45,211 45,430 45,924 46,382 16% 
EBITDA 8,324 7,172 8,525 8,623 9,471 9,936 10,344 7.6% 
% change -138% 18 9% 12% 9 8% 4 9% 4 1% 
Depreciation and amortisation 2,953 1,491 1,918 1,781 1,941 2,083 2,230 8 4% 
Operating result 5,371 5,681 6,606 6,843 7,531 7,853 8,114 7.4% 
% change 5 8% 16 3% 3 6% 10 1% 4 3% 3 3% 
Non-operating result 142 11 -203 -356 -356 -356 -356 
Financial result -1,817 -2,035 -1,304 -1,197 -1,239 -1,302 -1,378 7 5% 

% change -1 1% 39 4% 3 7% 12 2% 4 4% 3 0% 
Income before tax 3,696 3,657 5,099 5,290 5,936 6,195 6,381 11.8% 

Taxes on income -1,221 -982 -1,812 -1,845 -2,092 -2,175 -2,234 

Reported net income 2,251 3,847 3,138 3,286 3,672 3,836 3,957 0.6% 
Minority interests -224 1,172 -149 -159 -172 -185 -190 

Adj net income 2,257 2,466 2,817 3,517 3,902 4,067 4,189 11 2% 
% change 70 9% -18 4% 4 7% 1 1  7% 4 5% 3 2% 

% change 9 3% 14 3% 24 8% 109% 4 2% 3 0% 
Source JPMorgan estimates, Company data 

-_I___ 
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Table 38: RWE Group Balance Sheet 

€m, Dec yle 2005A_ 2006A 2007E 2008E 2009E 2010E 2011E % 07E Equity 
Tangiblellntangible assets 39,611 29,022 30,634 25,861 28,431 30,645 32,578 197% 
Goodwill 14,169 12,138 12,138 12,138 12,138 12,138 12,138 78% 
L T financial assets 12,674 7,221 7,221 7,221 7,221 7,22 1 7,221 46% 
Inventories 2,257 2,226 2,263 2,347 2,359 2,385 2,408 15% 
Operating receivables 8,325 8,876 9,025 9,360 9,406 9,508 9,603 58% 
Cash and securities 11,775 19,582 14,085 22,475 23,022 24,541 26,395 90% 
Other assets 19,311 14,223 14,149 14,036 13,932 13,815 13,687 91% 
Total assets 108,122 93,288 89,514 93,440 96,509 100,252 104,031 575% 
Shareholders' equity 11,474 13,439 14,967 16,375 17,078 18,385 19,680 96% 
Minority interests 1,643 672 614 614 614 614 614 4% 

Nuclear provisions 8,675 8,834 9,127 9,628 10,155 10,712 11,299 59% 

Total equitylliabilities 108,122 93,288 89,514 93,440 96,509 100,252 104,031 575% 

__. 

Pension provisions 1 1,997 11,584 3,675 3,641 3,626 3,633 3,669 24% 

Financial liabilities 27,828 19,382 20,585 22,085 23,585 25,085 26,585 132% 
Other liabilities 46,505 39,377 40,546 41,097 41,451 41,823 42,183 260% 

Net financial debt 11,438 6,864 5,656 -1,269 -332 -342 -661 36% 
Source: JPMorgan estimates, Company data 

Table 39: RWE Group Cash Flow Statement 

€m, Dec yle 2005A 2006A 2007E 2008E 2009E 2010E 201 1 E 5y fcst CAGR 
Net income 2,475 2,675 3,287 3,445 3,844 4,021 4,147 9 2% 
Depreciation etc 3,795 3,025 2,555 2,4 13 2,587 2,744 2,906 

Other non-cash items -1.038 952 1.072 287 685 585 610 
Net working capital 72 131 -314 -36 -20 1 -121 -1 07 

Cash flow from operations 5,304 6,783 6,600 6,108 6,915 7,228 7,557 2.2% 
Investments -4,138 -4,728 -4,605 -4,778 -4,895 -4,697 -4,577 
Disposals 
Others 

832 7,854 700 7,400 0 0 0 
1,257 -5,597 0 0 0 0 0 

Cash flow from investments -2,049 -2,471 -3,905 2,622 -4,895 -4,697 -4,577 13.1% 
RWE group dividends -844 -984 -1,968 -1,690 -2,814 -2,341 -2,440 19 9% 
Minority dividends -226 -224 -224 -149 -159 -172 -185 -3 7% 
Others -2,314 -1,740 1,000 1,500 1,500 1,500 1,500 
Cash flow from financing -3,384 -2,948 -1,192 -340 -1,473 -1,013 -1,125 
Other items 34 -1 0 0 0 0 0 
Change in cash and securities -95 1,363 1,503 8,391 547 1,519 1,854 
Free cash flow (adj) 1,315 895 1,101 468 1,108 1,565 1,952 16.9% 
Source: JPMorgan estimates, Company data 

Table 40: RWE Group Per Share Data and Key Ratios 

€m, Dec yle 2005A 2006A 2007E 2008E 2009E 2010E 2011E 5y fcst C A E  
Shares in issue (avg) 562 4 562 4 562 4 562 4 562 4 562 4 562 4 
EPS (reported) 4.00 6.84 5.58 5.84 6.53 6.82 7.04 0.6% 
% change 70 9% -184% 4 7% 11 7% 4 5% 3 2% 

_I_ 

EPS (adjusted) 4 01 4 38 5 01 6 25 6 94 7 23 7 45 11 2% 
% change 9 3% 14 3% 24 8% 10 9% 4 2% 3 0% 
DPS declared 1.75 3.50 3.01 5.00 4.16 4.34 4.47 5.0% 
% change 100 0% -14 1% 66 5% -16 8% 4 2% 3 0% 
Payout ratio (reported) 43.7% 51.2% 53.9% 85.6% 63.8% 63.6% 63.5% 
FCFPS (adjusted) 2.34 1.59 1.96 0.83 1 97 2.78 3.47 16.9% 

RoCE (RWE) 12.7% 17.3% 19.2% 23.3% 28.4% 27.5% 26.8% 
ROE (reported) 19 6% 28 6% 21 0% 20 1% 21 5% 20 9% 20 1% 

Gearing (DIE) 87% 49% 36% -7% -2% -2% -3% 
Gearing (DICE) 47% 33% 27% -8% -2% -2% -3% 
Gearing (NDIEBITDA) 137% 96% 66% -1 5% -4% -3% -6% 
Source JPMorgan estimates, Company data 
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ation 
We base our e93.8 Dec-08E target price on a sum-of-parts valuation, itself driven by 
discounted cash flow analyses for each division as at year end 2008, to which we add 
the dividend to be distributed in May 2008E. On average we apply a WACC of 
5.95% post-tax and an average 1 5% terminal growth rate. 

Table 41: RWE Group DCF-based sum-of-parts analysis 

Power 34,795 61 9 49 6% 7 4x 08E EBITDA 
Generation 29,932 53 2 42 7% 7 8x 08E EBITDA 
RWE DEA 4,863 8 6  6 9% 5 4x 08E EBITDA 

Energy 25,930 46 1 37 0% 8 2x O8E EBITDA 
Germany inc Solutions 12,654 22 5 18 0% 7 2x 08E EBITDA 
International 6,177 11 0 8 8% 11 Ox 08E EBITDA 
Transmission Networks 7,099 12 6 10 1% 8 5x 08E EBITDA 
npawer 8,723 15 5 12 4% 9 8x 08E EBITDA 
Generation 5,064 9 0  7 2% 386 GBPlkW 
Supply 3,659 6 5  5 2% 390 GBPlCustomer 

Enterprise Value 70,153 124.7 100.0% 8 . 1 ~  08E EBITDA 

f m  f p.s. % EV Comparator Measure 

Financial holdings 705 1 3  10% 

Net Debt 1,269 2 3  1 8% 
Provisions -16,851 -30 0 -24 0% 
Nuclear -9,628 -17 1 -13 7% 
Mining I Environmental etc -7,224 -12 8 -10 3% 
Minority Interests -3,488 -6 2 -5 0% 2 1 . 9 ~  08E PIE equiv 

51,083 90.8 
52,773 93.8 

Source JPMorgan eslimates 

Financial risks: Table 32 and Table 33 on page 30 illustrate the key drivers of 
our earnings forecasts and sensitivities to valuation. Key amongst these are 
coniniodity price drivers (especially power prices, and hence coal and C02 costs), 
network regulation and deliverable operating margins in the more competitive 
power markets of the UK and Gelmany. Key risks to our recommendation relate 
mostly to strategic moves; sigiiificant buy back programme (we factor nothing in 
our forecasts); an extension of group cost cutting programmes; aggressive, capex 
or acquisition-led growth. 

Non-financials risks: RWE is the largest corporate emitter of COz in Europe, 
and therefore faces ongoing policy- and reputational-risks. The group’s nuclear 
fleet has historically had good safety records, although the screw-anchor 
maintenance problem at the Biblis plants has damaged this reputation (although 
the plant has been safe throughout). RWE is a major upstream oil and gas 
operator focused on a variety of European and North African states - main issues 
here are pollution related. Throughout the group RWE’s workforce work in 
hazardous environments, but so far the H&S record of the group has been solid. 
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Table 42: RWE valuation snapshot at Jan 10, 2008 close prices 

Sum of Parts, yle '08E €m 8p.s. % EV '08E EVlEBlTDA 
Power 34.795 61 9 50% 8 7x 
Energy 
nPower 
Qther 
Enterprise value 
less: Net debt 
less: Provisionslother 

25:930 
8,723 

705 
70,153 

1,269 
-20,340 

46 1 
15 5 

1 3  
124.7 

2 3  
-36 2 

37% 
12% 
1% 

100% 
2% 

-29% 

8 8x 
9 ox 

8.2x 
0 l x  

Equity Value inc distributions 52,773 93.8 75% 
Dec 31 yIe 2007E 2008E 2009E 2010E 
Multiples at €93.8 target price 
PIE 18 7x 15 Ox 13 5x 13 Ox 
Declared Yield 3 2% 5 3% 4 4% 4 6% 
FCF Adjusted 2 1% 0 9% 2 1% 3 0% 
EVIEBITDA 9 2x 8 3x 7 8x 7 5x 
Multiples at €97.1 share price 
PIE 194x 15 5x 14 Ox 13 4x 
Declared Yield 3 1% 5 2% 4 3% 4 5% 
FCF Adjusted 2 0% 0 9% 2 0% 2 9% 
EVIEBITDA 9 4x 8 5x 8 Ox 7 7x 
Source JPMorgan estimates 

Table 43: E.ON valuation snapshot at Jan 10, 2008 close prices -. 
Sum of Parts, yle '08E Em €p,s. % EV '08E EVIEBITDA 
Central Europe 61,708 104 0 40% 9 4x 
Pan-Euro Gas 39,998 67 4 26% 13 Ox 
UK 14,327 24 1 9% 8 ox 
Nordic 18,048 30 4 12% 10 6x 
US Mid-West 5,261 8 9  3% 8 7x 
Southern Europe 13,217 22 3 9% 8 9x 
Corporate Center 973 1 6  1% 
Enterprise value 153,531 258.6 100% 10.3~ 
less Netdebt -22,390 -37 7 -15% -1 5x 
less Provisionslother -30,780 -51 9 -20% 
Equity Value incl distributions 102,969 173.5 67% 
Dec 31 yle, ex Gazprom 2007E 2008E 2009E 2010E 
Multiples at €173.5 target price 
PIE 17 8x 14 9x 13 3x 12 I x  
Declared Yield 2 6% 3 3% 3 7% 4 4% 
FCF Adjusted -3 3% -19 0% -1 7% -0 6% 
EVIEBITDA 10 6x 9 9x 8 9x 8 3x 
Multiples at €148 1 share price 
PIE 14 7x 12 3x 11 I x  10 ox 
Declared Yield 3 0% 3 7% 4 2% 5 0% 
FCF Adjusted -4 0% -22 8% -2 0% -0 8% 

7 5x EVlEBlTDA 9 3x 8 8x 8 ox 
Source JPMorgan estimates 
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Improved valuation of a truly integrated gas business 

Price 14/01/08 12m target 

€1 45.0 €1 64.0 
Sector 
Weighting 
Overweight 
Preferred stock 
EDF 
Least preferred stock 
Centrica 

1 5  January 2008 

Update SG’s Commodities team forecast that coal and oil prices will remain higher for 
longer (oil at an average of $80/b and coal at $9O/t in 08), providing support for high 
utilities valuations. We expect E.ON to announce asset swaps with Gazprom in the first 
quarter, which should allow E.ON to go a long way towards resolving the problem of its 
lack of upstream hedge whilst adding indirect upstream integration to its Russian power 
business. We believe that E.ON, having agreed to walk away fram Endesa, is in a strong 
bargaining position vis-a-vis Enel to acquire solid positions in Italy and Spain (Le. 
countries offering better organic growth than E.ON’s main existing markets). E.ON plans 
to continue its share buy-back programme over the next six months (c.0.2m sharedday 
on average). 

Impact In the current environment of nervous stock markets and high energy prices, we 
continue to regard E.ON as the reference utility investment in view of: (i) the pro-active 

Type of investment 
Share buyback 
Value J 

Corporate action J 

i .mi 
Source: SG Esuity Research 

- E ON 
on www suresearch socuen corn 

Share data 
RIC EQNG DE, Bloom EOA GR 

52-week range 152.8-96 1 

EV 07 (€m) 117,838 

Market cap (am) 100,368 

Free float (%) 95.3 

Performance(%) l m  3m 12m 

Ordinary shares -0 7 13.4 44.1 

Rei. Eurofirst 300 5.1 26.8 52 0 

nature of management, which has carried out a series of well-received transactions 
(acquisitions and swaps), since unveiling its new strategy in May 2007, and which we 
expect to continue in the same vein, (ii) the group’s defensive qualities, evidenced by its 
true European footprint as well as the balance it has struck between electricity/gas, 
wholesale/retail, clean/thermal generation, regulated/competitive, and (iii) the benefit for 
E.ON of high energy prices given a tight supply-demand equilibrium across Europe and 
its advantages of scale when pricing new investments in generation. 
Target price & rating Buy maintained, target raised from E l  50 to El  64, based on a DCF 
(€163, 6.6% WACC, 1 % growth to perpetuity, 19.5% norm. EBITDA margin, benefit from 
base-year switch to 2008), a sum-of-parts (€164) for which we have upgraded the value 
of E.ON’s gas activities (now valued at the equivalent of 7 . 9 ~  2008e EV/EBITDA, still a 
discount to closest peers on an average c.8.5x), its shareholding in Gazprom and its 
Nordic activities. 

Next events & catalysts E.ON is taking part in our Utilities conference in Paris on 
17 January 2008. It will present its European trading activities in February. This should 
provide details on the efficiencies realised through the amalgamation of all the European 
trading subsidiaries, including Nordic, under a single umbrella in Dusseldorf. 

Financial da 
Revenues ( 

EBlT margin (%) 

Rep. net inc. (€bn) 

Dividendkhare (€) 

Payout (%) 

Interest cover (x) 

Net debvequity ( O h )  

EPS (adtJ (9 

CAGR 06-09e 1.14 5 %  

Adam Dickens John Honore Thleny Bms 
(33) 1 58 98 11 70 (33) 1 42 13 51 55 (44) 20 7762 5133 

vdarn dickensWsgcib com john honoreQsgclb corn lhleny brosBsgcib corn 

Societe Genenle and affiliates benefically awn 1 % or more of any class of common equity of E ON 
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We remain at Buy on E.ON and have upgraded our sum-of-parks to take account of the 
following elements: 

rn Rise in valuation of E.ON’s Nordic activities to reflect Forturn’s multiples (+40% since the 
start of 2007) and those implied in the Statkraft asset swap in Q4 2007 (average historic 
EV/EBITDA: ‘1 2x): €4 per share. 

s Rise in valuation of Russian assets: we take ‘100% of the value of OGK-4 versus 75% 
previously and reflect the strength in the Gazprom share price (E.ON stake: 6.4%): €4 per 
share. 

s Rise in the value of E.ON’s operating assets in gas, with a strategic valuation being attached 
to the group’s positions in upstream, storage and networks: €9 per share. 

s Inclusion of future Gazprom minority interests to be taken in E.ON’s central and western 
European power and gas assets as part of the Yuzhno Russkoye swap: 4 3  per share. 

At SG Equity Research’s Premium Review in Paris last December, E.ON indicated that if there 
were a single area not fully appreciated by the market, it was the company’s gas business, 
E.ON-Ruhrgas. We now value E.0N’s Pan-European gas division, plus the gas customers 
contained within E.ON’s Central Europe division (but excluding the market value of the 
Gazprom shareholding), at an EV of €32bn, or 26% of E.ON’s gross sum-of-parts, up from 
E27bn. This compares with Gaz de France’s EV of around €45bn, Gaz de France enjoying a 
stronger position than E.ON-Ruhrgas in its home market, more diversified sources of gas, a 
more developed upstream and LNG business and final volumes just ahave those of E.ON 
Ruhrgas. 

Gas volume sold in 2006 (BCM) 

Europe I Outside Europe 

Source: SG Equity ResearchiSuez 
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E.ON’s efforts are centred on developing its gas business in the following ways: 

Long-term security of supply, through long-term import contracts, regardless of the EU’s 
view that such contracts are anti-competitive: E.ON has concluded import contracts with 
Gazprom through 2038. 

e Improving the level of upstream hedge through an increase in equity gas production (we 
examine this in more detail below). 

Participating in the construction of new gas infrastructure: both import (24.5% stake in the 
NordStream pipeline bringing Russian gas to Germany from 2010 via the Baltic, cutting out 
the ex-CIS states and Poland) and storage (the Etzel storage facility in northern Germany 
being the main project as E.ON looks to double its capacity to 9.5-1 I 5BCM by 20 15). 

Main storage in Europe 

16 

12 

8 

4 

0 
Aus Fra Fer Ita1 Den Net Spa UK Bel Gre 

Slarage capacity (bcm) +Yo annual demand 

20 32 

26 

24 

20 

16 

12 

8 

4 

0 

Source: SG Equity Research 

e Expanding into LNG (with projects to open equity re-gas capacity of at least 15BCM in 
Germany, Italy, France, Croatia). 

The major decision to be made in the near term concerns the giant gas field Yuzhno 
Rosskoye. It appears that negotiations are progressing towards a conclusion and that the 
benefits for both E.QN and Gazprom are too great to allow failure. We believe that this will be 
a crucial step for E.ON in gaining a sufficiently-integrated gas business. 

E.ON cannot solve its inadequate upstream hedge without Yuzhno Russkoye 

In 2005, E.ON’s upstream gas production amounted to less than 1% of its 63BCM total 
requirements (of which 52BCM in Germany). Much of this output is concentrated in the UK 
and Norwegian North Sea. 

15 January 2008 3 
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II In the UK, output is rising strongly from 0.4BCM in 2005 due to the late-2005 acquisition of 
Caledonian and the 2006-07 start of output at Glenelg and West Franklin (satellite fields of 
Elgin and Franklin, relatively modest in size). 

rn In Norway, EON-Ruhrgas owns 30% of the Njord field, which has been producing oil and 
which from 2007 is producing modest volumes of gas. 

ti In Norway, E.ON acquired a 28% stake in the Skarv and ldun fields for €0.7bn with €1 .0bn 
in further development costs, bringing over 1 BCM per year from 20 12. 

Altogether, these projects should bring annual output to around 3.5BCM, or 6% of 2006 gas 
needs. This compares with RWE at 20%, Centrica at 14% and Gaz de France at 10%. 

E.ON needs Yuzhno Russkoye to avoid the need for expensive acquisitions 
A 25% share of the output of Yuzhno Russkoye (plateau production of which will be of the 
order of 25BCM) would give an additional 6.2BCM of production, equivalent to 9.5% of 
E.ON's gas needs, bringing E.ON virtually up to its target of 10BCM in annual upstream 
output. 

By concluding this deal, E.ON's self-sufficiency could (if we assume a 25% stake) increase 
from 6% to 16%. But almost 60% of its gas production would then come from Russia, in 
addition to the one-third of gas purchases likely to be sourced from Russia over the medium 
term following the extension and increase of contracts with Gazprom concluded in August 
2006. However, given Europe's dependence on Russia as an energy supplier and E.ON's 
status as leading foreign shareholder in Gazprom, does this really matter? 

Impact of Yuzhno Rosskoye on E.ON's upstream gas position 
Peak annual output As % of 2006 gas As % of 2012e gas 

BCM requirements requirements 
2005 gas output 0.4 0.7 0.6 

increase in production from existing North Sea holdings, 
before acquisition of Skarv and ldun 
Skarv + Idun, from 2012 

1.7 

1.4 

2.8 

2.4 

2.4 

3.4 
Yuzhno Russkoye 25% interest 6.2 10.3 8.9 
E.ON's upstream gas hedge 9.7 16.2 13.9 
Source: SG Equity Research 

Yuzhno Russkoye could be a hugely valuable field 
The value to be created from investment in Yuzhno Russkoye depends very much on the 
delivered price for gas in Western Europe. In the table below, we estimate the NPV of the field 
and its simple payback period at various long-run oil price assumptions and associated 
continental gas prices. 

As can be seen, even with substantial export duties imposed by the Russian government on 
gas sold to Western Europe, the investment appears to be very attractive at most oil price 
scenarios. Based on a long-term assumption of $60/boe (our current view), a 25% stake in 
Yuzhno-Russkoye could he worth $1 1 bn, or f8.5bn. 
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Yuzhno-Russkoye estimated valuation at a vatiety of long-term oil prices 
011 pdce $hoe AppmX EumpeM Gas expOtl dMy Capex c o d  Gross pmfk NPV $bn Simple payback 

80 11.5 -3.5 -1.3 6.7 61 1.5 
70 10.2 -3 1 -1.3 5.8 53 1.6 
60 8.8 -2.6 -1.3 4.9 45 1.9 
50 7.5 -2.3 -1.3 3.9 33 2.4 
40 5.8 -1.7 -1 “3 2.8 26 2.9 
30 4.0 -1 “2 -1.3 1.5 14 4.2 
20 2.3 -0.7 -1 “3 0.3 3 7.3 

gas prlce Wbtu $/Mbtu $/Mbtu W b t u  

Source: SG Equity Research 

Acquisition of OGK-4 is a useful addition for E.ON in its negotiations with 
Gazprom 
It appears that Gazprom has returned to the negotiating table demanding better terms than 
those previously implied, citing the rise in energy prices. This is understandable in our view, and 
E.ON has not been complaining: indeed, it has been at pains to talk up: (i) its long-term aim of 
strengthening its relationship with Gazprom, and (ii) emphasise that, in its view, the EU, not 
Russia, presents a danger to EU supplies given the organisation’s plans to abolish long-term gas 
contracts, unbundled network ownership, etc. 

0 L . D  

E.ON said on 17 December 2007 that it had achieved “major progress in negotiations”, 
notably in the identification of power plants “in various western and central European 
countries” and gas storage facilities in which Gazprom will take a stake. 

For E.ON, the value in the successful termination of these negotiations comes in several forms: 

m It resolves its upstream hedge problem in one fell swoop, taking a stake in a hugely valuable 
field that has just come on stream and will see plateau production by 2012 at 25BCM. 

m It cements its industrial relationship with Gazprom (likely co-ordination in power sales and 
gas storage), raising E.ON’s outlook for security of gas supply (recalling that E.ON is likely to 
build 7GW of new gas-fired electricity generation over the next eight years). 

= It provides E.ON with a hedge and greater security for its acquisition of QGK-4 in Russia, 
which has 6.8GW of gas-fired power capacity (80% of the total) rising to 7.6GW by 201 0. 

m It provides vertical integration for E.ON’s 24.5% interest in NordStream (formerly the North 
European Gas Pipeline), connecting Russia with Germany, where the first of two 27.5BCM 
parallel pipelines is scheduled to come on stream in 2010. 

For Gazprom, two major objectives would be achieved: 

1. Access to storage 
Gas suppliers need to have storage close to the markets they supply. The reasons for this are 
simple: 

m Gas demand in Western Europe is higher in the winter than the summer. This is especially 
true in countries with a high retail heating segment. 

m If demand is not flat throughout the year, it is more economically efficient to build storage 
close to the market to provide modulation of supply, rather than oversize the 3000km transit 
pipelines which run from Western Siberia to Europe. 
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rn Typically, associated gas fields produce gas with a flatter profile than market demand - 
therefore gas storage is required to store gas between the summer and winter seasons rather 
than attempting to provide “swing” at the field. 

Storage in Western Europe is strategically important for Gazprom as the company needs to 
ensure the availability of customer supplies given that: 

rn Gazprom lost over half of the available storage capacity from its transit network to western 
Europe when the Ukraine went independent. 

rn Gazprom’s transit network is very extensive (over 80,000km of large diameter transit 
pipelines) but is ageing and could have reliability issues. 

rn Approximately 75% of Gazprom supplies to Western Europe pass through the Ukraine, with 
the remaining 25% passing through Belarus. As was shown in early 2006 and 2007, difficulties 
with transit through either of these countries can disrupt supplies to Western Europe. 

rn If Gazprom moves further downstream to directly supply customers, then it will need access 
to storage facilities - to date a lot of the storage has been provided by one of the downstream 
players in the chain rather than Gazprom. 

E.ON is a major owner/operator of gas storage, with 5bcm in Germany. It is working on 
0.2bcm in the UK (to open in 2009/10) and it owns around 6bcm through its holdings in the 
Baltic States (in which Gazprom itself also owns stakes), the Czech Republic, Slovakia and 
Hungary. 

2. Access to downstream customers 
The traditional model of Gazprom’s supplies to Western Europe was to sell gas at the border 
to incumbent monopolists. 

With the liberalisation of the European gas market and development of LNG technology, 
opportunities and threats have been created to this business model. New entrants have 
sought to compete through alternative sources of gas, for example LNG deliveries from Egypt. 
Incumbents have sought to diversify their sources of supply. And after coming under pressure 
from the European Commission, most suppliers will not sign any new long term contracts. 
Long-term contracts between Gazprom and its customers have traditionally underpinned the 
European business model, with existing contracts between various gas suppliers and 
Gazprom extended until the late 2030s. 

With the advent of liberalisation, Gazprom is now able to compete directly with incumbents for 
access to end consumers, or take controlling interests in European gas market players. This 
gives the benefit of: (i) strengthening Gazprom’s existing position by supplying controlled 
entities with Gazprom gas, rather than competitors’ gas, (ii) access to information on 
dawnstream profitability, (iii) replacing the long-term contractual structure with a customer 
relationship structure, and (iv) economic rent -the wholesale market is not a liquid one, and in 
our view is unlikely to become one in Continental Europe in the medium term. Under these 
circumstances, vertical integration is valuable and enables the extraction of economic rent 
from the full value chain. 

3. integration into power production 
We have seen Gazprom act at home to acquire stakes in Mosenergo, TGK-I and the 
wholesale generators OGK-6 and OGK-2, as the restructuring of the Russian power sector 
progresses on schedule. Through these acquisitions, Gazprom locks in customers for its gas 
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over the long term at a time when gas and power prices are in the early stages of liberalisation 
(the process should compete in 201 1). 

By taking stakes in E.ON’s power generation facilities in Central and Western Europe, which 
are likely to consist mainly of CCGT units, Gazprom is increasing its level of integration as well 
as getting access to final users in the Western European markets to which it imports gas. 

Conclusion: Yuzhno Russkoye is mutually beneficial for E.ON and Gazprom 
As has been demonstrated, the Yuzhno-Russkoye/power plant-with-gas storage asset swap 
is highly beneficial to both E.ON and Gazprom, and we have increased our valuation of E.QN’s 
gas business to reflect this. Given E.ON’s stated optimism that the Yuzhno Russkoye deal will 
go through, we now believe it makes sense to include the deal in our valuation. 

The knowledge that E.ON is to sharply raise output from an existing field, that it has access to 
a major pipeline transporting Russian gas to Europe, that it has a majority-owned downstream 
hedge for Russian gas production in the form of OGK-4, that it has cemented closer relations 
with Gazprom, and that it has contracts to import Gazpram’s gas through the late 2030s, has 
a substantial strategic value. 

As a result of E.ON’s increased integration in gas, mainly through Yuzhno Russkoye but also 
through its investments in double storage capacity and potential to open at least 15BCM of 
LNG re-gasification capacity over the next seven years in Germany, Croatia, France, and Italy, 
we have raised our valuation of E.ON’s gas activities to from f27bn to €32bn. This implies a 
prospective 2008 EV/EBITDA multiple of 7.9x, at a discount to its closest peers on an average 
8 . 5 ~ .  We have also removed the 25% discount we previously applied to OGK-4, the Russian 
power generator acquired by E.ON in late-2007, because with Yuzhno Russkoye, E.ON now 
benefits from a vertical gas hedge (80% of OGK-4’s capacity being gas-fired). 

Statkraft swap: boosted cost-efficiency potential, simplified structure, 
transaction multiples for Nordic Region 

On a wider view, Yuzhno Russkoye follows a major swap between E.ON and Statkraft 
(Norway) that also provided a major boost to E.ON as it: 

Gives E.ON full control of E.QN Sverige, allowing greater group-wide economies of scale to 
be achieved, especially in trading. 

Demonstrates the multiples applicable to Nordic assets. 

rn Provides E.ON with a strong strategic partner in Statkraft, which is to take a 2% stake. 

B Reduces E.0N’s exposure to its home market. 
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Endesa: E.ON all the better for having failed 
By the end of the first half 2008, E.ON will acquire €1 0- 1 1 bn of generation assets from Endesa 
and Enel in Spain (4.3GW), Italy (equity of 5GW), France (equity of 1.6GW), Poland and Turkey, 
in a transaction that is, to some extent, a swap, the swap being the withdrawal by E.ON from 
its bid for Endesa. It is worth stating that, had E.ON acquired Endesa, it would not have been 
in a financial position to: (i) make the recent acquisitions in upstream, renewables and Eastern 
Europe, or (ii) announce 13.5GW of new capacity over the coming years, short of carrying out 
a capital increase (in contrast to the €7bn of share buy-backs being carried out). 

Note that we forecast a dip in the group EBlT margin in 2008 to 12 .9~ due to integration 
pressures but anticipate a rebound back to 1 3 . 3 ~  as early as 2009. 

No large acquisitions unless part of a swap or financed by a disposal 
E.ON management has already stated that it will make no more significant outright 
acquisitions, unless either as part of a swap or funded by a disposal. We believe that, apart 
from its Spanish problems, E.ON management has shown itself adept at benefiting from the 
swapping of assets. 

Now that large-scale M&A is behind us to a large extent, we expect swaps between the main 
utilities to accelerate as the latter pursue strategies of integration. The result of this is that, 
over time, the main utilities should start to resemble each other. But E.ON, with its true Pan- 
European presence (only one-third of generation capacity in Germany) and a healthy 
electricity-gas mix, has made the greatest gains in its pursuit of the ideal balance. 

15 January 2008 
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Below we surnrnarise our new sum-of-parts valuation which has been raised from €1 50 to €1 64. 

E.ON - sum-of-the-parts: a64 

Electricity: nuclear generation 9898MW 0 El .15m EVIMW 11,382 9% 18.9 

-- 
Utllltles (Un) Valuatlon methodology Cm %ofgmss Ushare 

SOP 

Electricity: thermal generation 
Electricity: hydro t wind generation 
Gas and oil production 
OGK-4 
Airtricity North American assets 
Total upstream 
Retail - gas, electricity 
Electricity high-voltage grid 
Electricity medium + low-voltage grid 
Gas network, storage, reserves 
Ruhrgas 
Total distribution + supply 
Gazprom 

Other associates + financial LT investments 
Total other activities 
Total gross assets 

Group net cash/(debt) 
Nuclear + pension provisions 
Minorities, treasury stock, other 
Total sum-of-parts 

35,956MW 0 €00.88m EV/MW 
4,600MW 0 €1.2m EV/MW 
5 . 5 ~  2008e EBITDA (€7001~1 e) + 
Acquisition EV 
Acquisition price 

equit) I interests 

25.4m direct + 15m indirect power/gas accounts 0 €280/acct 
18,820km high-voltage Q €109,00O/km, 10% discount 
385,000km 0 E20,000/km, 10% discount 
11,280km high-pressure, 55,000km distribution, storage 
6x 2007e EBITDA excl upstream, less value of network 

6.4% stake = 82.9m direct + 49% of 69.4m - ADR price 
2006 annual report, pages 146-7 

End-2008e 
End 2008e 
After Statkraft and Gazprom swaps 

30,673 

5,520 
5.200 

4,100 
991 

57,866 

7,944 
2,185 

7,107 
8,147 

16,395 

41,779 
15,491 

7,150 
22,64 1 

122,286 

(8,190) 

(1,355) 
98,492 

(14,350) 

25% 
5% 

4% 
3% 
1 % 

4 7% 
7% 
2% 

6% 
7% 

13% 

34% 
13% 
6% 

19% 

1000/0 

51 .O 
9.2 

8.6 

6.8 
l"7 

96.1 
13.2 
3.6 

11.8 

13.5 
27.2 
69.4 
25.7 
11 "9 
37.6 

203.1 

-1 3.6 
-23.8 

-2.7 

163.6 

Sum-of-the-parts per share (€) 163.6 

Source: SG Equity Research 

Our forecasts are unchanged. 

E.ON forecasts (IFRS) 
w ,  
(Em) 2006 2007e 2008e 2009e 2010e 2011e 
EBlT 8,356 9,194 10,500 11,322 12,283 13.218 

Central Europe 
Central Europe West Power 
Central Europe West Gas 
Central Europe East 
Other/consolidation 

Pan-European Gas 
LJp-/Midstream 
Downstream 

UK 

Nordic 
Southern Europe + Lat Am 
Russia 
North America 
Corporate centre, other 

Pre-tax profit 
Net reported 
Net adjusted 

Avg number of shares in EPS calculation (m) 

EPS adjusted (€) 

4,235 

3,550 
272 

269 
144 

2,347 

1,890 
457 

1,239 

51 2 
0 

0 
426 

-403 

5,510 

5,307 
4,682 

659.1 

7.1 0 

4,830 5,048 
4,015 4,392 

245 264 
310 334 
77 77 

2,361 2,474 
1,751 1,891 

810 733 

1,097 1,198 
712 619 

0 830 
0 120 

368 399 
-374 -337 

8,981 9,499 
5,528 6,125 
5,278 5,875 

652.0 632.7 

8.10 9.29 

5,425 

4,744 
275 

349 
77 

2,582 
1,976 

756 
1,269 

669 
905 
220 

438 
-337 

10,262 
6,836 
6,586 

61 8.0 

10.66 

5,778 

5,062 
289 

371 
77 

2,742 

2,115 
777 

1,327 

71 1 

980 
450 

482 
-337 

11,216 
7,477 

7,227 

61 8.0 

11.70 

6,111 

5,365 
300 

388 
77 

2,912 

2,263 
799 

1,387 

756 
1,055 

650 

533 
-337 

12,244 
8,168 

7,918 

618.0 

12.82 
Source: SG Equity Research 
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IMPORTANT DISCLOSURES 
EON 
ENEL 
Gar de France 
Gaz de France 
Gaz de France 
RWE 

Sociele Generille and alfiliales benellcially own 1 %  or more 01 any cia85 of Common equity of E ON 
SG makes a marhe1 In Enel wamnlr 
Societe Geoerale and alfilmles benellcially own 1 %  or more of any class 01 common equity of G m  de France 
S G a c t e d a ~ i ~ l e ~ d ~ i ~ ~ T l o  GazdeFmncein lhs dirposalofCof~lhecADF 
SG is advisor lo Gaz de France in 11s mergerproiecl wrlh Suez 
Sociele Generalsandalfiliales benellciallyown 196 ormore ofany class of commonequily of RWE 

iMPORTANT DISCLAIMER: The information herein is not intended to be an offer to buy or sell. or a solicitation of an offer to buy or seii. any securities and including any expression of 
opinion. has been obtained from or is based upon sources believed to be reliable but is not guaranteed as to accuracy or completeness although Societe Generale ( " S G )  believe it t o  be 
clear. fair and not misleading SG, and their affiliated companies in the SG Group, may from time to time deal in, profit from the trading of, hold or act as market-makers or act as advisers, 
brokers or bankers in relation to the securities, or derivatives thereof, of persons, firms or entities mentioned in this document or be represented on the board of such persons, firms or 
entities Employees of SG. and their affiliated companies in the SG Group, or individuals connected to then, other than the authors of this report, may from time to time have a position in or 
be holding any of the investments or related investments mentioned in this document Each author of this report is not permitted to trade in or hold any of the investments or related 
investments which are the subject of this document SG and their affiliated companies in the SG Group are under no obligation to disclose or take account of this document when advising or 
dealing with or for their customers The views of SG reflected in this document may change without notice To the maximum extent possible at law, SG does not accept any liability 
whatsoever arising from the use of the material or information contained herein This research document is not intended for use by or targeted at private customers Should a private 
customer obtain a copy of this report they should not base their investment decisions solely on the basis of this document but must seek independent financial advice. 
Important notice: The circumstances in which materiais provided by SG Fixed 8 Forex Research, SG Commodity Research, SG Convertible Research, SG Technical Research and SG Equity 
Derivatives Research have been produced are such (for example because of reporting or remuneration structures or the physical location of the author of the material) that it is not 
appropriate to characterise it as independent investment research as referred to in European MiF directive and that it should be treated as a marketing material even if it contains a research 
recommendation (s. recommandation d'investissement a caractere promotionnei 8,) However, it must be made clear that ail publications issued by SG will be clear, fair, and not misleading 
Analyst Certification: Each author of this research report hereby certiRes that (i) the views expressed in the research report accurately reflect his or her personal views about any and all of 
the subject securities or issuers and (ii) no part of his or her compensation was. is. or wiii be related, directly or indirectly. to the specific recommendations cr views expressed in this report 
Notice t o  French Investors: This publication is issued in France by or through Societe Generale ("SG") which is regulated by the AMF (Autorite des Marches Financiers) 
Notice to UK investors: This publication is issued in the United Kingdom by or through Societe Generale ("SG") London Branch which is authorised and regulated by the Financial Setvices 
Authority ("FSA") forthe conduct of its UK business 
Notice To US Investors: This report is intended only for major US institutional investors pursuant to SEC Rule 15a-6 Any US person wishing to discuss this report or effect transactions in 
any security discussed herein should do so with or through SG Americas Securities, LLC ("SGAS") 1221 Avenue of the Americas, New York. NY 10020 (212)-278-6000 THiS RESEARCH 
REPORT IS PRODUCED BY SOCiETE GENERALE AND NOT SGAS 
Notice t o  Japanese Investors: This report is distributed in Japan by Societe Generaie Securities (North Pacific) Ltd , Tokyo Branch, which is reguiated by the Financial Services Agency of 
Japan The products mentioned in this report may not be eligible for sale in Japan and they may not be suitable for ail types of investors 
Notice t o  Australian Investors: Societe Generaie Australia Branch (ABN 71 092 516 286) (SG) takes responsibility for publishing this document SG holds an AFSL no 236651 issued under 
the Corporations Act 2001 (Cth) ("Act") The information contained in this newsietter is only directed to recipients who are wholesale clients as defined under the Act 
US THiRD PARTY FOREiGN AFFiLlATE RESEARCH DISCLOSURES: 
The subject company of this research report currently is, or was during the 12-month period preceding the date of distribution of this report. a client of SG or its affiliates 
SG or its affiliates has received compensation for investment banking services from the subject company of this research report in the past 12 months 
SG or its affiliates expects to receive or intends to seek compensation for investment banking services from the subject company of this research report in the next 3 months 
SG or its affiliates acts as a market maker or liquidity provider in the equities securities that are subject of this research report 
IMPORTANT DISCLOSURES Please refer to our website: http://www sgresearch socgen com/compliance rha 
http://www sgcib com Copyright: The Societe Generale Group 2008 Ail rights reserved 
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Central Europe 42% 
6327 6180 

Share pnce (average) 
Average market cap (SG adjusted) (1) 
Restated net debt (-)/cash (+) (2) 
Value of minonties (3) 
Value of financial investments (4) 
Other adjustment (5) 
Ev= (1) - (2) + (3) - (4) + (5) 

Pan-European Gas 37% 

51 54 

Pncelbook value (x) 
Ev/revenues (x) 
Ev/EBITDA (XI 68 69 
Dividend yjeld (yo) 

Central Europe 51% 

Pan-European Gas 26% 

SG EPS(adj) US Midwest 5% 

Income statement (€m) 
Revenues 
Gross income 

Depreciation and amortisation 

Impairment losses 
Net interest Income -570 -1,380 -1,460 
Exceptional 8 non-operating items 

Minonty interests -637 -464 ~ 

Reported net income 1,949 3,969 
SG adjusted net income 
Cash flow statement (€m) 

Change in working capital 
Other operating cash movements 
Cash flow from operating activities 
Net capital expenditure 
Free cash flow 
Cash flow fmm investing activities 
Cash flow fmm financing activities 

645 -1,124 -1,947 

Normalised data 
EBITDA margin (%) 
Norrnalised gmwth (%) 

l9 

debt/EBITDA ratio to 3 Ox in 2008 vs 1 5x in 
2006 NEGAllVE(AZ/A) 
'Gay (33) 7 42 13 87 50 

of which intangible 

Equity derivatives research" 
3m realised volatility 

3m ATM implied volatiiiiy 

Exp Stock nsklsector nsk 

Exp Sector nsk/MM nsk 15 15 
76 -25 149 Exp Stock nsWMM 155 232 11 

'Jouber! (33) 1 42 73 

06 07e O8e 
(XI 245 197 158 

Yield (%) 19 26 34 

P/CF (x) 100 8 6  84 
us 126 137 149 

Bloomberg EONGY US 
*Valuation raUos for past years are based on average hlstorical prices and rnatfujl capllallsaUons 
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Price Objective 

First signs of delivery from new strategy 
2008 could be a year E.ON delivers positive surprise on earnings and considers 
the sale of non-core assets There is substantial scope to improve ROCE with the 
focus now back on integration and operational performance after chasing M&A 
the last few years. We also believe that the spotlight might turn to E ON'S 
underperforming financial assets which we value at c€30bn, and which includes 
the Gazprom stake. A release of some capital from this pool would be well 
received by the market we believe 

We have increased our power price assumptions, and as a result raised our PO to 
E165ps (from € 1 5 0 ~ ~ )  and EPS forecasts. We also have moved our volatility risk 
rating from B (Medium Risk) to A (Low Risk) 

Still upside on Raised PO 
The shares have risen by over 40% since May 2007, yet over the period the 
2009E PE multiple has only marginally expended (13.4x, 5 May). This is 
testimony to the earnings uplift both from power prices and higher expectations 
from the growth/financial strategy. Forecast 5-year EPS CAGR have doubled over 
the period. We remain attracted by the growth potential, the modest C02 
exposure and scope for portfolio rationalisation. The absolute upside has 
narrowed, though we still see ~ 1 5 %  to aur new PO of € 1 6 5 ~ ~ .  We retain our Buy 
recommendation. 

Estimates (Dec) 

( E W  

EPS (Reported) 
EBITDA (Adjusted) 
EPS (Adjusted) 
EPS Change (YoY) 
Dividend I Share 
ADR EPS (Adjusted - US$) 
ADR Dividend I Share (US$) 

2005A 

11 24 
10,194 

5 52 
NA 

2 75 
2 29 
114 

IFRS 
2006A 

7 67 
10,396 

6 66 
20 5% 

3 35 
2 78 
1 40 

IFRS 
2007E 

7 71 
11,126 

7 71 
15 8% 

4 24 
3 75 
2 06 

IFRS 
2008E 

8 70 
13,219 

9 02 
17 0% 

4 78 
4 41 
2 34 

IFRS 
2009E 

10 44 
14,997 

10 4 
15 8% 

5 74 
5 11 
2 81 

IFRS 

Valuation (Dec) 

2005A 2006A 2007E 2008E 2009E 
PIE 263x 21 8x 188x 161x 139x 
Dividend Yield 189% 231% 292% 329% 396% 
EV I EBITDA' 10 5x 943x 870x 735x 647x 

EVIEBITDA (Adjusted) NA NA 949x 922x 826x 
Free Cash Flow Yield* 272% 2 12% -444% -146% 025% 

* FDI full delinilions of rQ~~~ell~o~i"'measures, see page 11 

Stock Data 
Price (Common IADR) 
Price Objective 

Date Established 
Investment Opinion 

Volatility Risk 
52-Week Range 
Market Value (mn) 
Shares Outstanding (mn) 
Average Daily Volume 
ML Symbol I Exchange 
ML Symbol I Exchange 
Bloomberg I Reuters 
ROE (2007E) 
Net Dbt to Eqh/ (Dec-2006A) 
Est 5-Yr EPS I DPS Gwth 
Free Float 

EUR145 22 I US$69 70 
EUR150 00 to EUR165 001 

US$72 10 to US$82 80 
18-Jan2008 I 18-Jan-2008 

B-1-7 to A-I -7 I 
8-1-7 to A-1-7 

LOW I LOW 
EUR94 40-EUR154 11 

EUR96,380 
663 7 I1,993 0 

3,690,372 
EONAF I GER 

EON I QTU 
EOAGRIEONGDE 

10 1% 
0 5% 

15 6% I 14 2% 
91 1% 

2005 2006 2007 2008 
- E  ON - DJ EURO STOXX 50 P INDEX 

>> Employed by a non-US affiliate af MLPF&S and is nat registeredlqualified as a research analyst under the NYSElNASD rules. 

Refer to "Other Important Disclosures" for information on certain Merrill Lynch entities that take responsibility for this report in particular jurisdictions. 
Merrill Lynch does and seeks to do business with companies covered in its research reports. As a result, investors should be aware that the firm may 
have a conflict of interest that could affect the objectivity of this report. Investors should consider this report as only a single factor in making their 
investment decision. 
Refer to important disclosures on page 12 to 14. Analyst Certification on page I O .  Price Objective BasislRisk on page 10. 10688765 
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Key Income Statement Data (Dec) 
(EUR Millions) 
Sales 
EBITDA Adjusted 
Depreciation & Amortization 
EBlT Adjusted 
Net Interest & Other Income 
Tax Expense I Benefit 
Net Income (Adjusted) 
Average Fully Diluted Shares Outstanding 
Key Cash Flow Statement Data 
Net Income (Reported) 
Depreciation & Amortization 
Change in Working Capital 
Deferred Taxation Charge 
Other Adjustments, Net 
Cash Flow from Operations 
Capital Expenditure 
(Acquisition) I Disposal of Investments 
Other Cash Inflow I (OuMow) 
Cash Flow from Investing 
Share Issue I (Repurchase) 
Cost of Dividends Paid 
Cash Flow from Financing 
Nan Cash Changes to Debt 
Change in Net Debt 
Net Debt 
Key Balance Sheet Data 
Property, Plant & Equipment 
Goodwill 
Other Intangibles 
Other Non-Current Assets 
Trade Receivables 
Cash & Equivalents 
Other Current Assets 
Total Assets 
Long-Term Debt 
Other Non-Current Liabilities 
Short-Term Debt 
Other Current Liabilities 
Total Liabilities 
Total Equity 
Total Equity & Liabilities 
Key Metrics 

2005A 
IFRS 

2006A 
IFRS 

67,759 
1 1,353 
(3,203) 

8,150 
(1,081) 

323 
4,386 

659 

2007E 
IFRS 

68,229 
12,309 
(3,136) 

9,173 
(1,436) 
(2,166) 

4,973 
645 

2008E 

74,133 
14,581 
(3,701) 
10,881 
(2,069) 
(2,491) 

5,696 
632 

IFRS 

2009E 

80,652 
16,564 
(4,092) 
12,472 
(2,556) 
(2,578) 

6,607 
633 

IFRS 

4,973 
3,136 
(141) 

0 
(416) 
7,552 

(1 1,718) 
(1,443) 

1,443 
(1 1,718) 

(3,500) 
(2,486) 
(5,986) 

0 
10,152 
9,982 

5,496 
3,701 

0 
709 

9,162 
(22,511) 
(1,241) 

1,241 
(22,511) 

( 1,730) 
(3,053) 
(4,553) 

0 
17,902 
27,671 

(744) 

6,607 
4,092 
(665) 

0 
575 

10,608 
(10,380) 
(1,041) 

1,041 
(10,380) 

0 
(3,363) 
(3,363) 

0 
3,135 

30,806 

45,448 
15,363 

NA 
2 1,505 
8,269 

16,279 
19,698 

126,562 
14,362 
43,930 

NA 
19,052 
77,344 
49,218 

126,562 

46,461 
15,124 

NA 
23,2 15 
9,756 

13,131 
19,545 

127,232 
13,399 
4 1,857 

NA 
19,214 
74,470 
52,762 

127,232 

57,340 
14,541 

NA 
24,658 
9,824 

13,131 
18,873 

138,365 
23,113 
40,228 

NA 
19,168 
82,510 
55,856 

138,365 

iQiiiethod"' - Bus Performance* 
Return On Canital Emnloved 448% 681% 580% . .  
Return On E q k y  
Operating Margin 
Free Cash Flow (MM) 
iQi~idiod"' - Quality of Earnings* 
Cash Realization Ratio 
Asset Replacement Ratio 
Tax Rate 
Net DebffEquity 
Interest Cover 

For lull definilions of iQ,,rcrhod"' measures, see page ii 

9 33% 
13 0% 
2,603 

1 80x 
1 36x 

36 1% 

7 05x 
-3 89% 

9 50% 
12 0% 
2,033 

1 64x 
161x 

NM 
051% 
7 36x 

10 1% 
13 4% 

(4,166) 

1 52x 
3 74x 

28 0% 
179% 
6 28x 

73,750 
14,316 

NA 
25,898 
10,561 
13,131 
19,256 

156,912 
40,802 
40,113 

NA 
19,510 

100,425 
56,487 

156,9 12 

80,038 
14,316 

NA 
26,939 
11,269 
13,131 
19,684 

165,377 
43,937 
39,956 

NA 
19,936 

103,830 
61,547 

165,377 

6 05% 
10 8% 
14.7% 

(13,349) 

161x 
6 08x 

28 3% 
49 0% 
5 19x 

6 49% 
11 5% 

228 
I 5  5% 

161x 
2 54x 

26 0% 
50 1% 
4 83x 

Company Description 
E ON has transformed itself from domestic 
conglomerate to one of Europe's biggest energy 
utilities, with a portfolio of mainly vertically 
integrated assets across Germany, Central Europe, 
the Nordic Region, UK and US. The acquisition of 
assets in Spain, Italy and France are due to be 
completed in 2008 Active in both electricity and gas, 
it is well positioned to grow from this platform as 
powerlgas convergence gathers pace over the next 
decade 

Chart 1: 2006A EBlT 

7% 5% 

Central E;lro"pe Pan-European Gas 
UK Nordic 
US-Midwest 

Source Company Data 

Chart 2: Generation Output Germany 

Nuclear Hard coal 
Lignite Gas I fuel oil 
Hydro I other 

Source: Company daia 

Stock Data 
Shares I ADR 0 33 
Price to Book Value 1 8x 
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Chart 3: E.ON Share Price Performance since 
January 2007 

160 - 
150 - 
140 - 

-EON ~E ON I Sector 
-EON/MSCl  

Source: Datastream 

E ON AG 

Unfinished Symphony 
E.ON’s strategy shift in 2007 has been ecstatically received by the stock market. 
The change in direction essentially marked an end of the transforming M&A 
pursued over the last few years, and the start of a new focus on long term organic 
growth, as well as operating and capital efficiency. The market lapped it up, with 
the shares outperforming by 35% in the eight months since the strategy meeting 
in May 2007. 

After this major re-rating, can investors expect more in 2008€? Certainly E.0N’s 
strategy is not just ‘unfinished’, but is at only the very early stages of delivery. For 
example E.ON’s EBlT target was set for 2010E; whilst a significant proportion of 
the €42bn of growth investment planned for 2007-10E will not generate ‘plateau’ 
returns until 201 1 E or 2012E. It may be four or five years before the symphony 
enters the final climactic movement of earnings and cash flow delivery. 

Despite this longer term perspective we think there are potential milestones on 
E.ON’s strategic roadmap which could emerge during 2008E. 

E.ON Spainlltaly: The c€lObn acquisition should complete during 1 H, once 
a valuation is agreed. These markets, and Italy in particular, likely will be key 
building blocks for E.ON. 

Integration returns: E.ON’s portfolio is largely built out of a series of 
acquisitions in and outside of Germany. It has never really been run as an 
integrated business in our view. We think there could be substantial upside 
surprise from cost cutting, streamlined investment planning, procurement and 
Trading The first fruits from these efforts could show through in 2008E. 

Sale of non-core assets: We identified E30bn of low returning assets in our 
note €.ON - Catalysts for Change, 30 April 2007. Chief among these is 
Gazprom ( ~ € 1 1  bn, on which E.ON receives a dividend yield of just 0.8%) 
plus transmission and distribution assets. 

Time to sell Gazprom? 
E.ON’s investment in Russia is about to enter a new phase with the 2007 
acquisition of OGK-4 and the expected 25% equity in the gas field development 
of Yushno Russkoje. We estimate that E.ON could have €20-25bn invested in 
Russia wthin 3-5 years - 25% of total Capital Employed of &100bn by the turn of 
the decade. 

We think this is too much, and it would make sense for E.ON to look to sell down 
the Gazprom stake, which is held in two parts, 3.5% directly, the remainder in a 
,JV vehicle. The opportunity politically to sell down the direct stake, worth €6bn, 
could emerge after the Presidential elections in March 2008. 

The stock market would receive such a move very positively in our view. The sale 
of Gazprom would partially derisk the portfolio and realize a substantial book 
given the in price of near €1 bn (MLe). Given the current low returns from 
Gazprom, we think investors might be ambivalent as to whether the capital were 
re-allocated into new, WACC-plus growth investments or to be returned to 
shareholders 
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Challenges for 2008E 
rn Regulation: The regulator increased tariff cuts for 2008 to high single digit 

from the expected low single digit. The response is likely to be further cost- 
cuts. Incentive regulation is on schedule to begin 1 January 2009E. 

Power priceslCartel Office: The upward trajectory of base load prices in 
Germany promise a surge in profitability for E.ON Central Europe and Nordic 
through the next few years. In Germany, amendments to the Cartel Law 
provide the FCO with greater powers to scrutinise price movements. Our own 
view is that this is akin to the ‘video referee’ in football - so long the players 
do not stray ‘offside’ ie prices are set in the free market on the EEX, and 
German prices are not materially adrift of those in adjacent markets, the 
industry has little to fear in practice. 

a Carbon NAP 3: The EU is due to deliver its first salvo on NAP 3 for the ETS 
on 23 January. E ON faces additional C02 costs in Germany of &0.4-0.5bn 
in Phase 3 assuming 100% auctioning -just 3% of EBIT. NAP 3 therefore 
represents much less of a threat than for RWE. 

Unbundling: E.ON, like RWE is, in public, opposed to EU plans to 
separating Transmission assets from generation and supply. There may be 
two choices - either independent ownership (demerger) or ownership with 
control ceded to an EO.  We believe that if the latter is the compromise 
option, E.ON (and others) may as we11 exit. We estimate E.ON’s 
Transmission assets (including gas) as worth &10-12bn (EV) 

UK windfall tax: the UK Government is understood to have been presented 
with proposals by OfGem to claw back free allocations for Phase 2. We think 
this is unlikely to be followed through - it would send a very negative 
message on the UKs hitherto top flight reputation for free markets in energy, 
and disincentivise the builders of the much needed next wave of UK power 
plants. If it happened, E.ON could face a bill of cf.1 bn, or E2ps. 

N 

Power Prices 
We have increased our base case power price assumptions for Germany from 
€60/MWh to €65/MWh (maintained in real terms). The increase reflects a view 
that input prices will stay higher for longer, and incorporate ML‘s recent increase 
long term oil price (from $60/bbl to $70/bbl). Our €65/MWh assumption is at the 
low end of the €60-80/MWh range we estimate the industry needs to justify 
building new fossil fuel plant (see Year Ahead 2008, published 18 January). 

Chart 4: EEX Baseload - ML assumptions (CIMWh) 

67 6 69 0 70 4 66 3 75 I 

65 4 
60 4 _1_--- ~ 64 9 
55 ’ 60 0 
50 

~- ~ ____ 70 ~ 65.0 

62 4 63 f 
61 2 

I I I I 

2008E 2009E 2010E 2011E 2012E 

-New assumptions -Old assumptions 

Source: Mernli Lynch eslimales 

4 



18 January 2008 

E ON AG 

Earnings Forecasts 
We have increased our forecasts for Operating Income by around 2-7% for 
2008E to 2010E, the bigger increases back end loaded to reflect the lagged effect 
of wholesale power contracting. The EPS increases are higher (5% to 19%), 
because of the accretive acquisition of Sverige minorities and we are using a 
lower tax rate than previously. 

We have raised our EPS forecasts for 2007E by 7%. The increase reflects 
primarily lower taxes as E.ON adjusts to the lower corporate rate in Germany 
which comes into force in 2008E. 

By and large these changes feed through to our DPS forecasts. Specifically we 
have increased our 2007E DPS by 7% to €4 24ps (55% payout), and a 27% rise 
on 2006A. 

Table 1: Change in ML estimates 

Realised price (CIMWh) 
New estimates 
Old estimates 
% change 

EBITDA (€m) 
New estimates 
Old estimates 
% change 

Operating income (€m) 
New estimates 
Old estimates 
% change 

Recurrent EPS (€ps) 
New estimates 
Old estimates 
%change 

DPS (dps) 
New estimates 
Old estimates 
% change 
Source: Mernll Lynch eslirnales 

2007E 

45 4 
45 4 
0% 

12,309 
11,931 

3% 

9,173 
8,677 

6% 

7 71 
7 20 
7% 

4 24 
3 96 
7% 

2008E 

55 5 
54 9 

1% 

14,581 
14,326 

2 % 

10,881 
10,620 

2 % 

9 02 
8 60 
5% 

4 78 
4 73 

1% 

2009E 

60 6 
57 8 
5% 

16,564 
16,133 

3 % 

12,472 
11,991 

4% 

1044 
9 37 
11% 

5 74 
5 15 
12% 

2010E 

66 4 
61 7 
8% 

18,778 
17,959 

5% 

14,250 
13,337 

7% 

12 40 
10 40 
19% 

5 99 
5 71 
5% 

201 1 E 

69 0 
63 7 
8 Yo 

20,114 
19,406 

4% 

15,317 
14,447 

6% 

13 74 
11 36 
21% 

6 51 
6 25 
4% 
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Va I u a ti on 
We have increased our valuation to € 1 6 5 ~ ~  from € 1 5 0 ~ ~ .  The main changes are 
higher power price assumptions and rolling forward the discount date to end 
2008E. 

Table 2: Sum of the Parts Valuation 

Division €m 
Central Europe 65,813 
Pan-European Gas (ex 24,318 
Gazprom) 
United Kingdom 14,149 

Nordic 
us 
Integration benefits 
Gazprom 
Corporate Center 
EV 
Treasury Shares 
Total EV 

14,517 
4,633 
3,694 

10,843 

152,313 
2,788 

155.102 

-3,536 

(Net Fin Debt) / Cash -27,671 
Provisions -18,704 
Nuclear -14,418 
Pension -1,984 
Mining / Environ -2,302 

Minority Interests -1,285 
Equity Value 107,442 
Source, Mernll Lynch estimates 

E p.s. 
101 
37 

22 

22 
7 
6 

17 
-5 

234 
4 

238 

-42 
-29 
-22 
-3 
-4 
-2 

165 

% EV Method Implied multiple 
42% DCF. 7 5 4 %  WACC 9 3~ 08E EBITDA 
16% DCF. 7 5% WACC 

9% Multiples per kW, Premium 
to RAv 

9% DCF, 7 5% WACC 
3% DCF, 6% WACC 
2% DCF, 9% WACC 
7% PE, Market Value post tax 

-2% 
98% 

2% Market value 
100% 

Dec 08E 

Dec O8E 
Dec 08E 
Dec 08E 
Dec 08E 

8 9x 08E EBITDA 

8 8x O8E EBITDA 

10 2x 08E EBITDA 
8 Ox 08E EBITDA 

10 Ox 08E EBITDA 
10 2x 08E EBITDA 

1 0 . 2 ~  08E EBITDA 

Va I u a ti o n Sen s i t  iv i  t y 
We have run sensitivity analyses for power prices and carbon costs, shown in 
Chart 5 and Chart 6. These show a) E.ON’s sensitivity to power prices, assuming 
flat carbon costs (ML’s base case of E201t) and b) the comparatively modest 
sensitivity to carbon costs (using ML’s base case power price of €65/MWh). 

Chart 5: Sensitivity to Power Price Chart 6:  Sensitivity to COZ Price 

190 - 

4 7n 165 
158 
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3 
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1 ...” 
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€/MWh 15 20 25 30 35 
€/tonne 

Source: Mernll Lynch estimates Source: Memll Lynch eslimates 
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Va I u a t i o n Mu It i p les 
Table 3 below shows valuation multiples for E.ON and its peers 

Table 3: Valuation Multiples 

Price 
Company (local) 
E ON 142 9 
E ON at Price Objective 165 0 

Competitive Energy 
RWE 94 0 
Fortum 27 9 
Verbund 44 2 
CEZ AS 1202 0 
EDF 77 4 

Average 
Campefifive Energy Avg 
Pan Euro Secfor Avg 
Source: Mernll Lynch eslirnales 

Mkt Cap EV PE Multiple EPS 
(em) (€m) 08E 09E 10E 4YrCAGR 

94,840 105,573 158x 137x 11 5x 16 8% 
109,507 137,314 183x 158x 133x 16 8% 

52,883 74,120 12 9x 11 4x 9 9x 21 3% 

13,652 15,572 165x 148x 134x 19 0% 
24,599 28,801 167x 139x 122x 18 5% 

25,034 784,424 143x 126x 11 2x 23 0% 
141,037 187,001 271x 233x 192x 24 9% 

202x 170x 145x 20 5% 
197x 166x 146x 17 9% 

Gross Yield DPS EVlEBlTDA EBITDA 
08E 4YrCAGR 08E 09E 10E 4YrCAGR 

3 3% 194% 9 2 x  83x  74x  12 8% 
2 9% 194% 103x 92x  82x  12 8% 

5 8% 129% 76x  68x  63x  10 3% 
3 6% 2 2 %  11 7~ 1 0 0 ~  8 8 ~  14 1% 
2 8% 193% 1 0 6 ~  9 6 ~  8 6 ~  14 3% 
4 2% 340% 8 7 ~  7 9 ~  7 2 ~  12 5% 
18% 148% 1 0 5 ~  9 6 ~  8 5 ~  8 4% 

3 2% 159% 9 6 ~  8 7 ~  7 8 ~  10 2% 
3 4% 154% 9 6 ~  8 7 ~  8 1 ~  9 3% 
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C i  
Table 4: Profit and Loss Account (€m) 

Total Sales 

Adjusted EBITDA 
Central Europe /Russia 
Pan-European Gas 
Southern Europe /France 
UK 
Nordic 
US-Midwes t 
lntegration benefits 
Corporate Center/Consolidafion 

Adjusted EBlT 
Central Europe /Russia 
Pan-Euro Gas 
Southern Europe / France 
UK 
Nordic 
US-Midwest 
lnfegration benefits 
Corporate CenterlConsolidafion 

Financial expenses 
PBET 
Extraordinary items and non operating income 
PBT 

Income tax 
Minority interests 
Net income, continuing 
Income from disct I Other 

Group Net Income 
Recurrent Group Net Income 
Growth 

Reported EPS (EUR p s ) 
Recurrent EPS (EUR p s) 

DPS (EUR p s ) 
Of which exceptional 
Payout ratio (on recurrent earnings) 
Source Menill Lynch eslirnales 

2005A 
56,141 

10,194 
5,284 
1,939 

1,550 
1,115 

560 

-386 

7,293 
3,930 
1,536 

963 
766 
365 

-399 

-1,027 
6,266 

886 
7,152 

-2,261 
-536 

4,355 
3,052 

7,407 
3,640 

6% 

1 1  24 
5 52 

2 75 
4 25 
50% 

2006A 
67,759 

11,353 
5,484 
2,839 

1,790 
992 
590 

-342 

8,150 
4,168 
2,106 

1,229 
619 
39 1 

-363 

-1,081 
7,069 

5,133 

323 

4,930 
127 

5,057 
4,386 

20% 

7 67 
6 66 

3 35 

50% 

-1,936 

-526 

2007E 
68,229 

12,309 
6,479 
2,938 

1,600 
1,081 

555 

-345 

9,173 
5,109 
2,305 

1,058 
703 
364 

-366 

-1,436 
7,737 

0 
7,737 

-2,166 
-598 

4,973 
0 

4,973 
4,973 

13% 

7 71 
7 71 

4 24 

55% 

2008E 
74,133 

14,581 
7,108 
3,134 

927 
1,606 
1,428 

582 
150 

-354 

10,881 
5,609 
2,373 

619 
1,079 
1,045 

380 
150 

-375 

-2,069 

0 
8,811 

8,811 

-2,491 
-824 

5,496 
0 

5,496 
5,696 

15% 

8 70 
9 02 

4 78 

53% 

2009E 
80,652 

16,564 
7,717 
3,210 
1,760 
1,661 
1,661 

618 
300 

-363 

12,472 
6,219 
2,401 
1,151 
1,108 
1,265 

413 
300 

-385 

-2,556 
9,917 

0 
9,917 

-2,578 
-73 1 

6,607 
0 

6,607 
6,607 

16% 

10 44 
10 44 

5 74 

55% 

~ 

2010E 
83,908 

18,778 
8,930 
3,554 
1,922 
1,725 
1,830 

685 
500 

-369 

14,250 
7,205 
2,649 
1,265 
1, 147 
1,426 

448 
500 

-391 

-2,649 
11,601 

0 
11,601 

-3,016 
-740 

7,845 
0 

7,845 

19% 

12 40 
12 40 

5 99 

48% 

7,845 

201 1 E 06A -1 1 E CAGR 
86,096 

20,114 12.1% 
9,5 79 
3,924 
1,978 
1,783 
1,940 

782 
500 

-374 

15,317 13.4% 
7,785 
2,919 
1,310 
1,189 
1,528 

482 
500 

-396 

-2,564 
12,753 

0 
12,753 

-3,3 16 
-746 

8,691 
0 

8,691 11.4% 
8,691 14.7% 

11% 

13 74 12.4% 
13 74 15.6% 

6 51 14.2% 

47% 

8 



EMerriil Lynch 
18 January 2008 

E ON AG 

Table 5: Cash Flow Statement (€m) 

Net income 
Minority Interests 
Income from discontinued operations 
Depreciation, Amortisation, Impairments 
Gains I Losses on Disposals 
Change in provisions 
Change in deferred taxes 
Change in working capital 
Other non-cash items 
Cash Flow from Operations 

Disposals 
Investments 
Change in securities > 3 months and other liquid funds 
Cash Flow from Investments 

Free cash flow 

Change in equity 
Net change in treasury stock 
Payment of cash dividends 
Net proceeds from financial liabilities 
Cash flow from Financing 

Net cash income I outgoings 
Forex impact on net cash 
Cash from discontinued operations 
Change net cash &equivalents 
Source: Mernll Lynch estimates 

2005A 
7,407 

536 

3,030 
-478 
-380 

0 
-532 

20 
6,544 

6,294 
-3,941 
-1,911 

442 

3,588 

0 
-33 

-1,788 
-4,611 
-6,458 

-3,059 

528 
77 

-372 
233 

2006A 
5,057 

526 
-127 

3,751 
-1,322 
-1,769 

0 
-1,568 
2,646 
7,194 

3,954 
-5,161 
-3,294 
-4,501 

3,111 

0 
28 

-4,856 
-1,022 
-5,849 

-3,156 
0 

-38 
-3,194 

2007E 
4,973 

598 
0 

3,136 
0 

-1,014 
0 

-141 
0 

7,552 

0 
-1 1,718 

0 
-11,718 

-4,166 

-3,500 
0 

-2,486 
0 

-5,986 

-10,152 
0 
0 

-10,152 

2008E 
5,496 

824 
0 

3,701 
0 

-116 
0 

-744 
0 

9,162 

0 
-22,511 

0 
-22,511 

-13,349 

-1,730 
230 

-3,053 
0 

-4,553 

-17,902 
0 
0 

-17,902 

2009E 
6,607 

73 1 
0 

4,092 
0 

-157 
0 

-665 
0 

10,608 

0 
-10,380 

0 
-10,380 

228 

0 
0 

-3,363 
0 

-3,363 

-3,135 
0 
0 

~3,135 

201 OE 
7,845 

740 
0 

4,528 
0 

-204 
0 

-549 
0 

12,360 

0 
-8,545 

0 
-8,545 

3,815 

0 
0 

-3,974 
0 

-3,974 

-160 
0 
0 

-160 

06A-11E 
201 1 E CAGR 

8,69 1 
746 

0 
4,797 

0 
-259 

0 
-354 

0 
13.620 13.6% 

0 
-4,173 

0 
-4.173 

9.447 

0 
0 

-4,658 
0 

-4.658 

4,790 
0 
0 

4.790 

24.9% 

Table 6: Balance Sheet (€m) 

Net Goodwill 
PPE & Intangibles 
Financial Assets 
Fixed Assets 
Inventories 
Receivables 
Liquid Funds, Non-Cash 
Cash &Cash Equivalents 
Non-Fixed Assets 
Other 
TOTAL ASSETS 

Shareholders' Equity 
Minority Interests 

Provisions 
Financial Liabilities 
Operating Liabilities 
Other 
TOTAL EQUITY & LIABILITIES 
Source: Merriil Lynch estimates 

2005A 
15,363 
45,448 
25,808 
86,619 
2,457 

24,473 
5,551 
4,346 

37,508 
2,435 

126,562 

44,484 
4,734 

33,862 
14,362 
19,052 
9,237 

126,562 

2006A 
15,124 
46,461 
28,302 
89,887 

3,990 
24,062 

5,035 
1,152 

34,849 
2,496 

127,232 

47,845 
4,917 

32,093 
13,399 
19,214 
9,149 

127.232 

2007E 
14,541 
57,340 
29,745 

101,625 
4,018 

24,130 
5,035 
1,152 

34,334 
2,406 

138,365 

50,616 
5,240 

3 1,079 
23,113 
19,168 
9,149 

138.365 

2008E 
14,316 
73,750 
30,985 

119,050 
4,365 

24,867 
5,035 
1,152 

35,420 
2,442 

156,912 

55,202 
1,285 

30,964 
40,802 
19,510 
9,149 

156,912 

2009E 
14,316 
80,038 
32,026 

126,379 
4,749 

25,575 
5,035 
1,152 

36,511 
2,486 

165,377 

59,867 
1,680 

30,807 
43,937 
19,936 
9,149 

165,377 

201 OE 
14,316 
84,055 
32,026 

130,397 
4,941 

26,030 
5,035 

992 
36,998 

2,496 
169,891 

64,088 
2,079 

30,603 

20,035 
9,149 

169,891 

43,937 

2011E 
14,316 
83,432 
32,026 

129,773 
5,070 

26,336 
5,035 
5,782 

42,223 
2,505 

174,500 

68,474 
2,482 

30,344 
43,937 
20,115 
9,149 

174,500 
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Price objective basis 8 risk 
E.ON (EONAF) €165 
Our Sum of the Parts valuation and Price Objective are € 1 6 5 ~ ~ .  The long term 
nature of E.0N’s assets lends itself to DCF. We use discount rates between 
7.25% and 8.0% for the Central Europe, Pan European Gas and Nordic divisions, 
and multiples per installed capacity, customers and of RAB for the UK, in line with 
the industry average, market value for Gazprom. This valuation implies an 08E 
EVIEBITDA of 10.2~. in line with the sector. 

The risks to our valuation and price objective are lower wholesale electricity, gas 
and oil prices. E.ON is also exposed to regulatory risk through its transmission and 
distribution businesses. The discount rate used in our DCF calculation is based on 
the prevailing cost of debt and equity, which may change with market conditions. 

Gazprom (RGZPF) 
Our price objective of $18.75/share ($75/ADR) is based on target PIE multiple of 
1 I x  2008E Earnings, in line with its historical average forward earnings multiple 
and its international peers. 

The risks to our price objective are oil prices, failure to contain costs, lower domestic 
gas price increases, adverse tax changes, value destruction from diversification into 
non-core businesses and failure to execute huge investment projects on-time and 
within budget. Gazprom’s increased size has raised expectations for corporate 
disclosure, which the company may not be able to match. 

ML is providing general financial advisory services to Gazprom OAO 

Analyst Certification 
We, Simon Flowers and Hootan Yazhari, CFA, hereby certify that the views each 
of us has expressed in this research report accurately reflect each of our 
respective personal views about the subject securities and issuers. We also 
certify that no part of our respective compensation was, is, or will be, directly or 
indirectly, related to the specific recommendations or view expressed in this 
research report. 
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iQ/netlrot/"' Measures Definitions 
Business Performance Numerator Denominator 
Return On Capital Employed 

Return On Equity Net Income Shareholders' Equity 
Operating Margin Operating Profit Sales 
Earnings Growth Expected 5-Year CAGR From Latest Actual NIA 
Free Cash Flow Cash Flow From Operations -Total Capex NIA 

Quality of Earnings 
Cash Realization Ratio Cash Flow From Operations Net Income 
Asset Replacement Ratio Capex Depreciation 
Tax Rate Tax Charge Pre-Tax Income 
Net Debt-To-Equity Ratio Total Equity 
Interest Cover EBlT Interest Expense 

Valuation Toolkit 
Price I Earnings Ratio 
Price I Book Value 
Dividend Yield Annualised Declared Cash Dividend Current Share Price 
Free Cash Flow Yield 
Enterprise Value I Sales 

EV I EBITDA Enterprise Value 

NOPAT = (EBIT f Interest Income) (1 -Tax Rate) f Goodwill 
Amortization Amortization 

Total Assets - Current Liabilities f ST Debt f Accumulated Goodwill 

Net Debt = Total Debt, Less Cash & Equivalents 

Current Share Price 
Current Share Price 

Cash Flow From Operations -Total Capex 
EV = Current Share Price * Current Shares f Minority Equity f Net Debt f Sales 
Other LT Liabilities 

Diluted Earnings Per Share (Basis As Specified) 
Shareholders' Equity I Current Basic Shares 

Market Cap = Current Share Price * Current Basic Shares 

Basic EBlT f Depreciation f Amortization 
iQtmtl~w/'% Ihe sel of Merrill Lynch slandard measures lhal seNe to maintain global consistency under three broad headings: Business Performance, Quality of Earnings, and validations The key features of i h e t h o d  are: A conslslently 
slruclured, detailed, and transparent melhodology Guidelines Io maximize the effectiveness of the comparative valualion process, and lo idenlify some cernmon pitfalls 
iQi/rrfohinc~ 

companies covered by Mernll Lynch 
i@n oJik ": iQmefbudr" are service marks of Memll Lynch 8 Co , lnc iQd~rkrhu~e *is a registered SeNice mark of Merrill Lynch 8 Go Inc 

IS our real-lime global research database that is sourced directly from our equity analysts' earnings models and includes forecasted as well as hlslorical data for income slalements, balance sheels, and cash now slalements for 
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Important Disclosures 

EONAF Price Chart 
22-ocl 

P%#38 P~0~%I  PO:EUR148 
28Jan:B 
Flowers 

n,-.r, ,mr ru CLJKIJ 

EONAF - Review Restricted 

B : Buy, N :  Neutral, S :Sell, PO : Price objective, NA : No longervalid 
The Investment Opinion Syslem is conlained at the end of Ihe report under he heading "Fundamenlal Eqully Opinion Key" Dark Grey shading indicales the security is reslncted wilh Ihe opinion suspended Light Grey sheding indsales lhe security 
is under review with he opinion wilhdrawn Chad current as of December 31,2007 01 such laler date as indicated 

EON Price Chart 
22-oct 

PO USS68 
28Jan B 

EON - Review Restricted 

B : Buy, N : Neutral, S : Sell, PO : Price objective, NA : No longervalid 
The Investment Opinion System is conlained a l  Ihe end of lhe reporl under the heading "Fundamental Equity Opinion Key" Dark Grey shading indicates he security is reslricled with lhe opinlon suspended Light Grey shading indicates the securily 
is under review with the opinion wilhdrawn Chart current as of December 31,2007 or such laler date as indicaled 
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RGZPF Price Chart 
13Dec 

P;%b PO:USSI9 

Investment Rating Distribution: Energy Group (as of 01 Jan 2008) 
Coverage Universe Count Percent Inv. Banking Relationships* Count Percent 
BUY 127 48 11% BUY 44 40 00% 
Neutral 117 44 32% Neutral 31 31 00% 
Sell 20 7 58% Sell 4 21 05% 
Investment Rating Distribution: Utilities Group (as of 01 Jan 2008) 
Coverage Universe Count Percent Inv. Banking Relationships* Count Percent 
BUY 67 40 12% BUY 21 36 21% 
Ne u t r a I 80 4790% Neutral 31 44 93% 
Sell 20 11 98% Sell 3 15 79% 
Investment Rating Distribution: Global Group (as of 01 Jan 2008) 
Coverage Universe Count Percent Inv. Banking Relationships* Count Percent 
BUY 1714 46 25% BUY 445 29 10% 
Neutral 1653 44 60% Ne u t r a I 454 30 55% 
Sell 339 9 15% Sell 67 21 82% 
* Companies in respect a i  which MLPFBS or an aKlliale has received compensation for investment banking sewices within the pas! 12 months 

FUNDAMENTAL EQUITY OPINION KEY: Opinions include a Volatility Risk Rating, an Investment Rating and an Income Rating. VOLATILITY RISK 
RATINGS, indicators of potential price fluctuation, are: A - Low, B - Medium, and C - High. INVESTMENT RATINGS, indicators of expected total return 
(price appreciation plus yield) within the 12-month period from the date of the initial rating, are: 1 - Buy (10% or more for Low and Medium Volatility Risk 
Securities - 20% or more for High Volatility Risk securities); 2 - Neutral (0.10% for Low and Medium Volatility Risk securities - 0.20% for High Volatility 
Risk securities); 3 - Sell (negative return); and 6 - No Rating. INCOME RATINGS, indicators of potential cash dividends, are: 7 - samelhigher (dividend 
considered to be secure); 8 - samellower (dividend not considered to be secure); and 9 - pays no cash dividend. 

The company is or was, within the last 12 months, an investment banking client of MLPF&S andlor one or more of its affiliates: E.ON, Gazprom. 
MLPF&S or an affiliate has received Compensation from the company for non-investment banking services or products within the past 12 months: E.ON, 

The company is or was, within the last 12 months, a non-securities business client of MLPF&S andlor one or more of its affiliates: EDN,  Gazprom. 
In the US, retail sales andlor distribution of this report may be made only in states where these securities are exempt from registration or have been qualified for 

MLPF&S or an affiliate has received compensation for investment banking services from this company within the past 12 months: E.ON, Gazprom. 
MLPF&S or an affiliate expects to receive or intends to seek compensation for investment banking services from this company within the next three months: 

Gazprom. 

sale: E.ON, Gazprom. 

E.ON, Gazprom. 
The comDanv is or was, within the last 12 months, a securities business client (non-investment banking) of MLPF&S andlor one or more of its affiliates: E.ON, 

* I  

Gazprom. 

Lynch, including profits derived from investment banking revenues 
The analyst@) responsible for covering the securities in this report receive Compensation based upon, among other factors, the overall profitability of Merrill 
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Other Important Disclosures 

UK readers: MLPF&S or an affiliate is a liquidity provider for the securities discussed in this report 
The company is a corporate broking client of Merrill Lynch International in the United Kingdom: Gazprom. 
MLPF&S or one of its affiliates has a significant financial interest in the fixed income instruments of the issuer If this report was issued on or after the 10th day of 

a month, it reflects a significant financial interest on the last day of the previous month. Reports issued before the 10th day of a month reflect a significant financial 
interest at the end of the second month preceding the date of the report: E.ON, Gazprom. 

Information relating to Non4.S. affiliates of Merrill Lynch, Pierce, Fenner & Smith incorporated (MLPF&S): 
MLPF&S distributes research reports of the following non-US affiliates in the US (short name: legal name): Merrill Lynch (France): Merrill Lynch Capital Markets 

(France) SAS; Merrill Lynch (Frankfurt): Merrill Lynch International Bank Ltd, Frankfurt Branch; Merrill Lynch (South Africa): Merrill Lynch South Africa (Pty) Ltd; 
Merrill Lynch (Milan): Merrill Lynch International Bank Limited; MLPF&S (UK): Merrill Lynch, Pierce, Fenner & Smith Limited; Merrill Lynch (Australia): Merrill Lynch 
Equities (Australia) Limited; Merrill Lynch (Hong Kong): Merrill Lynch (Asia Pacific) Limited; Merrill Lynch (Singapore). Merrill Lynch (Singapore) Pte Ltd; Merrill 
Lynch (Canada): Merrill Lynch Canada Inc; Merrill Lynch (Mexico): Merrill Lynch Mexico, SA de CV, Casa de Bolsa; Merrill Lynch (Argentina): Merrill Lynch 
Argentina SA; Merrill Lynch (Japan): Merrill Lynch Japan Securities Co, Ltd; Merrill Lynch (Seoul): Merrill Lynch International Incorporated (Seoul Branch); Merrill 
Lynch (Taiwan): Merrill Lynch Global (Taiwan) Limited; DSP Merrill Lynch (India): DSP Merrill Lynch Limited; PT Merrill Lynch (Indonesia): PT Merrill Lynch 
Indonesia; Merrill Lynch (KL) Sdn. Bhd.: Merrill Lynch (Malaysia); Merrill Lynch (Israel): Merrill Lynch Israel Limited; Merrill Lynch (Russia): Merrill Lynch CIS Limited, 
Moscow; Merrill Lynch (Turkey): Merrill Lynch Yatirim Bankasi A S ;  Merrill Lynch (Dubai): Merrill Lynch International Bank Ltd, Dubai Branch; MLPF&S (Zurich rep. 
office): MLPF&S Incorporated Zurich representative office. 

This research report has been prepared and issued hy MLPF&S andlor one or more of its non4J.S. affiliates. MLPF&S is the distributor of this research report in 
the U.S. and accepts full responsibility for research reports of its non-U3 affiliates distributed in the US. Any U.S. person receiving this research report and wishing 
to effect any transaction in any security discussed in the report should do so through MLPF&S and not such foreign affiliates. 

This research report has been approved for publication in the United Kingdom by Merrill Lynch, Pierce, Fenner & Smith Limited, which is authorized and 
regulated by the Financial Services Authority; has been considered and distributed in Japan by Merrill Lynch Japan Securities Co, Ltd, a registered securities dealer 
under the Securities and Exchange Law in Japan; is distributed in Hong Kong by Merrill Lynch (Asia Pacific) Limited, which is regulated by the Hong Kong SFC; is 
issued and distributed in Taiwan by Merrill Lynch Global (Taiwan) Ltd or Merrill Lynch, Pierce, Fenner & Smith Limited (Taiwan Branch); is issued and distributed in 
Malaysia by Merrill Lynch (KL) Sdn. Bhd., a licensed investment adviser regulated by the Malaysian Securities Commission; is issued and distributed in India by DSP 
Merrill Lynch Limited; and is issued and distributed in Singapore by Merrill Lynch International Bank Limited (Merchant Bank) and Merrill Lynch (Singapore) Pte Ltd 
(Company Registration No.'s F 06872E and 198602883D respectively). Merrill Lynch International Bank Limited (Merchant Bank) and Merrill Lynch (Singapore) Pte 
Ltd. are regulated by the Monetary Authority of Singapore. Merrill Lynch Equities (Australia) Limited, (ABN 65 006 276 795), AFS License 235132, provides this 
report in Australia. No approval is required for publication or distribution of this report in Brazil. 

Merrill Lynch (Frankfurt) distributes this report in Germany. Merrill Lynch (Frankfurt) is regulated by BaFin. 
Copyright, User Agreement and other general information related to this report: 
Copyright 2008 Merrill Lynch, Pierce, Fenner & Smith Incorporated. All rights reserved. This research report is prepared for the use of Merrill Lynch clients and 

may not be redistributed, retransmitted or disclosed, in whole or in part, or in any form or manner, without the express written consent of Merrill Lynch. Merrill Lynch 
research reports are distributed simultaneously to internal and client websites eligible to receive such research prior to any public dissemination by Merrill Lynch of 
the research report or information or opinion contained therein. Any unauthorized use or disclosure is prohibited. Receipt and review of this research report 
constitutes your agreement not to redistribute, retransmit, or disclose to others the contents, opinions, conclusion, or information contained in this report (including 
any investment recommendations, estimates or price targets) prior to Merrill Lynch's puhlic disclosure of such information. The information herein (other than 
disclosure information relating to Merrill Lynch and its affiliates) was obtained from various sources and we do not guarantee its accuracy. Merrill Lynch makes no 
representations or warranties whatsoever as to the data and information provided in any third party referenced website and shall have no liability or responsibility 
arising out of or in connection with any such referenced website. 

This research report provides general information only. Neither the information nor any opinion expressed constitutes an offer or an invitation to make an offer, 
to buy or sell any securities or other investment or any options, futures or derivatives related to such securities or investments. It is not intended to provide personal 
investment advice and it does not take into account the specific investment objectives, financial situation and the particular needs of any specific person who may 
receive this report. Investors should seek financial advice regarding the appropriateness of investing in any securities, other investment or investment strategies 
discussed or recommended in this report and should understand that statements regarding future prospects may not be realized. Investors should note that income 
from such securities or other investments, if any, may fluctuate and that price or value of such securities and investments may rise or fall. Accordingly, investors may 
receive back less than originally invested. Past performance is not necessarily a guide to future performance. Any information relating to the tax status of financial 
instruments discussed herein is not intended to provide tax advice or to be used by anyone to provide tax advice. Investors are urged to seek tax advice based on 
their particular circumstances from an independent tax professional. 

Foreign currency rates of exchange may adversely affect the value, price or income of any security or related investment mentioned in this report. In addition, 
investors in securities such as ADRs, whose values are influenced by the currency of the underlying security, effectively assume currency risk. 

Officers of MLPF&S or one or more of its affiliates (other than research analysts) may have a financial interest in securities of the issuer(s) or in related 
investments. 

Merrill Lynch Research policies relating to conflicts of interest are described at http://www.ml.com/media/43347.pdf, 
Fundamental equity reports are produced on a regular basis as necessary to keep the investment recommendation current. 
iQmethod, iQmethod 2.0, iQprofile, iQtoolkit, iQworks are service marks of Merrill Lynch & Co., Inc. iQanalytics@, iQcustomQ, iQdatabase0 are registered 

service marks of Merrill Lynch & Co., Inc. 
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UTILITIES 

2.7 -9.2 -0.4 
13.9 12.0 12.0 
2.7 3.8 4.2 

Rating 3/Underperform 

E.ON 
- 
- 
- 

TP lowered to EUR740 (EUR146) 
3/UP maintained due to risk from CO, costs and Cartel Office 
Safe haven argument has not worked out so far 

TP lowered to EUR140 (EUR146) 
ollowing official statements from the EU Commission that utilities 

will not receive any CO, certificates for free from 2013 (see also our 
What's News from 9 January 2008), we have lowered our price 
target for E.QN from EUR 146 to EUR 140. 

3/Underperform maintained 
lthough the stock now offers some 18% upside after the sudden 

share price drop and we might see a technical rebound, we stick to 
our 3/Underperform rating for the following reasons. 

First of all, we have assumed a CQ, price from 201 3 of EUR23 per 
tonne. Given that allocations will be tighter than they are currently, 
there is a risk of rising CO, prices to trigger a fuel switch. Assuming 
a CO, price of EUR40 per tonne instead of EUR23, and also 
assuming no compensation through higher electricity prices, our 
price target would drop to EURl26, though this is a fairly 
pessimistic scenario. 

Furthermore, during our German Corporate Conference, which 
E.ON attended, we had the impression that investors were in no 
way concerned about the Federal Cartel Office's ability to reverse 
recent electricity price increases with immediate effect. Hence, we 
see a likelihood of unexpected negative news flow in the weeks and 
months ahead. 

Although utilities should serve as a safe haven these days, between 
Monday and Wednesday this week E.QN shares lost 19% while the 
DAX declined by 'only' 12%. We think this is related to recession 
fears, which are likely to lead to a drop in oil and electricity prices. 

Risk f rom rising CO, prices 

Negative news f low ahead 

Questionable safe haven argument 

Sebastian Kauffmann 
lnvestrnent Analyst 
(49) 69 478 97 524 
skauffrnannQcheuvreux corn 

Target price (6 months) +18% EUR140.00 

Price (23/01/08) EUR118.79 

Market capitalisation EUR71.951 bn 

Reuters: EONG.DE Bloomberg: EOA GR 
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Sector focus 
Sector Top Picks Enagas, Suez 

Least favoured Gas Natural, Theolia 

BEST REGARDS, 
CHEUVREUX 

Copyright 0 Credit Agricole Cheuvreux, 2008. All rights reserved 

This research report or summary has been prepared by Credit Agricole Cheuvreux or one of its affiliates or branches (collectively "Credit Agricole Cheuvreux") from information believed to be reliable 
Such information has not been independently verified and no guarantee, representation or warranty, express or implied, is made as to its accuracy, completeness or correctness Any opinions or 
estimates expressed herein reflect the judgment of Credit Agricole Cheuvreux at this date and are subject to change at any time without notice Unless otherwise stated, the information or opinions 
presented, or the research or analysis upon which they are based, are updated as necessary and at least annually Not all strategies are appropriate at all times Past performance is not necessarily a 
guide to future performance Independent advice should be sought in case of doubt In any event, investors are invited to make their own independent decision as to whether an instrument is proper or 
appropriate based on their own judgment and upon the advice of any relevant advisors they have consulted Credit Agricole Cheuvreux. Calyon and their affiliates may effect transactions in the 
securities described herein for their own account or for the account of others, may have positions with the issuer thereof, or any of its affiliates, or may perform or seek to perform securities, investment 
banking or other services for such issuer or its affiliates The organisational and administrative arrangements established by Credit Agricole Cheuvreux for the management of conflicts of interest with 
respect to investment research are consistent with rules, regulations or codes applicable to the securities industry These arrangements can be found in Crkdit Agricole Cheuvreux's policy for managing 
conflicts of interest, available at www cheuvreux corn Current research disclosures regarding companies mentioned in this report are also available at www.cheuvreux.com. 
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E.ON (EONG-DE) 
Return Potential: 28% 

Upgrading to Buy from Neutral 

Source of opportunity 
We upgrade E.ON to Buy from Neutral as the stock now offers attractive 
absolute and sector-relative valuation upside. We see 28% upside to our 
12-month price target of €152 and 15%-16% upside to average sector 
2008E EV/EBITDA and P/E multiples. In addition to commodity prices, we 
expect the main driver for E.ON in 2008 to be the further rollout of the 
€60 bn capex pragramme through acquisitions and organic capex. We 
expect E.ON to deliver good earnings growth for 2008 and reach its 3x 
econamic net debt/EBITDA target debt factor by the year-end. 

Catalyst 
At its 2007 results on March 6, we expect E.ON to provide further visibility 
on the pace of the capex programme and the future earnings growth. In 
2008, we forecast EBITDA growth of 21% and clean EPS growth of 27%, 
driven by higher achieved power prices and the impact of first-time 
consalidation of acquisitions made in 2007 and the Spanish and Italian 
asset deal currently pending. We also expect the shares ta be supported 
by the ongoing €7 bn share buyback pragramme, of which €3.5 bn in 2008. 
E.QN plays to the theme of low carbon generators and we believe it has 
oppartunities to create value through investments in new nuclear (ex- 
Germany) and renewables. 

Valuation 
Our €152 12-manth SOTP is based an our assumption of €6O/MWh for 
medium-term power prices far Central Europe. Our price target already 
reflects full auctioning of carbon permits across Europe from 2013 and €4 
per share af further downside from regulatary/political intervention. 

Key risks 
The major risks to our price target for E.ON are lower commodity prices, 
political intervention and delivery of capex pragramme. 

INVESTMENT LIST MEMBERSHIP 
Pan-Europe Buy List 

Coverage View: Neutral 
Germany: 
Power 

Deborah Wilkens 
+4412017552-2539 I deborah wilkensQgs corn Goldrnan Sachs International 
Irma Sgatz 
+4412017552-5948 I irrna sgarz@gs corn Goldman Sachs International 
Graeme M o y s e  
+44(20)7552-3977 I graeme rnoyseQgs corn Goidrnan Sachs international 
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KBV data Current 
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12 month price target (€1 152 00 
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EBlT (€ rnn) 
57 961 1082 
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3 6  3 4  4 2  4 8  Dividend yield 1%) 
FCF yield 1%) 8 6  I4 11 (1741 (221 
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The Goldman Sachs Group, Inc. does and seeks to do business with 
companies covered in its research reports. As a result, investors should 
be aware that the firm may have a conflict of interest that could affect 
the objectivi of this report. Investors should consider this report as 
only a single?)actor in makin their investment decision. Customers in 
the US can receive independgent, third-party research on companies 
covered in this report, at no cost to them, where such research is 
available. Customers can access this inde endent research at 
www.independentresearch.gs.com or calP1-866-727-7000. For Reg AC 
certification, see the text preceding the disclosures. For other important 
disclosures go to w w w  s.com/research/hed e.html. Anal sts 
employed by non-US aaiates are not require% to take the kASDlNYSE 
analyst exam. 
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Profit model It' mn) 12/06 12/07E 12/08E 12/09E 

Total revenue 
Operating costs 
R&D 
Lease payments 
Other operating profitllexpense) 
EBlTDA 
Depreciation & amortisation 
EBlT 
Net interest incorne/lexpense) 
Associates 
Profit/lloss) on disposals 
Others (recurring) 
Pretax profits 
Income tax 
Tax rate I%) 
Minorities 
Preferred dividends 
Net income (pre-exceptionals) 
Other non-recurring items post tax 
Net income 
EPS (underlying) It') 
EPS (basic, reported) (E) 

DPS (E) 
Dividend payout ratio I%) 
Dividend cover LX) 

67,759 0 
(57,363 0) 

0 0  
0 0  

551 0 
10,947.0 
(3.203 0) 

7,744.0 
11.081 0) 

957 0 
0 0  

(551 0) 
7,069.0 

12,1565) 
30 5 

(526 0) 
0 0  

4,386 5 
670 5 

5,057.0 
6.65 
7 67 

659 4 

2,318 2 
3 35 
50 4 
2 0  

69,035 4 
(57,751 8) 

0 0  
0 0  
0 0  

11,283.6 
(3,004.1) 

8,279.5 
1989 6 )  
1,000 0 

0 0  
0 0  

8,269.9 
(2,553 7) 

30 8 
(600 0) 

0 0  
5,136.1 
1,313 5 
6,449.6 

7.86 
9.87 

653 7 

2,656.9 
4 00 
50 9 
2 0  

77,096 0 
(63.424 8) 

0 0  
0 0  
0 0  

13,671 2 
(3,497 6 )  
10,173.6 
(1,691 4) 

1,100 0 
0 0  
0 0  

9,562.2 
(2,845 71 

29 7 
1633 0) 

0 0  
6,103.5 

(70 3) 
6,033.2 

9 61 
9 50 

634 9 

3,191.5 
5.00 
52.0 
1 9  

82,448 2 
(67,180 8) 

0 0  
0 0  
0 0  

15,267.4 
(3,679 4) 
11,588.0 
(2.257 7) 

1,2100 
0 0  
0 0  

10,540.2 
(3,130 2) 

29 7 
(679 9) 

0 0  
6,730 1 

(70 3) 
6,659 8 

10.62 
10 71 
621 9 

3,670 2 
5 75 
53 1 

1 9  

___ 
Growth & margins l%I 12/06 12/07E lUO8E 12/09E 

Revenue growth 20 1 1 9  11 7 6 9  

EBlT growth 20 1 6 9  22 9 13 9 
Net income growth 131 71 27 5 (6 51 104 
EPS growth 19 4 18 1 22 4 126 
DPS growln 21 8 19 4 25 0 15 0 
EBITDA margin 16 2 16 3 17 7 18 5 
EBlT margin 11 4 12 0 13 2 14 1 

Cash flow statement IC mnl __ 12/06 12107E 12/08E 12/09E 

EBITDA growth 166 3 1  2 1  2 11 7 

Net income 
D&A 
Minority interest 
Other recurring items 
Post tax cash flow from operations 
Net inc/(dec) working capital 
Capital expenditures 
Acquisitions 
Divestitures 
Dividends paid (common & pref) 
Other non-recurring items 
Surplusl(de1icit) 

4,386 5 
3,203 0 

526 0 
(200 5) 
7,915.0 

(2,053.0) 
(3,083 0) 
12,078 0) 

3,954.0 
(4,856 0) 

1.332.0 
1,131.0 

5,136 1 
3,004 1 

600 0 
663 8 

9,404.0 
(94.7) 

(4,200 0) 
(7,800 0) 

963 0 
(2,412 2) 
(4,250 0) 
(8,390.0) 

6,103 5 
3,497 6 

633 0 
655 4 

10,689.5 
(543 6 )  

(5,251 3) 
( 16,800 0) 

0 0  
(2.729 6) 
14,250 0) 

(18,685.0) 

6,730 1 
3,679 4 

679 9 
649 4 

11,738.8 
(564 6) 

(5,283 5) 
(6,000 0) 

0 0  
(3,351 5) 

(750 0) 
(4,210.7) 

CapexlD5A (%) 96 3 139 8 150 1 143 6 
Reinvestment rate (%) 39 0 44 7 48 2 45 0 
Cash flow cover of dividends (X) 3 6  3 6  3 4  3 3  
Free cash flow cover of dividends (X) 2 4  I1 2) (4 1) (0 5) 

Balance sheet (e mn) 12/06 12/07E 12/08E 12/09E 

Cash &equivalents 
Accounts receivable 
Stocks 
Other current assets 
Current assets 

Accounts payable 
Other current liabilities 
Current liabilities 

Gross PP&E and intangibles 
Net PP&E 
Net intangibles 
Total investments 
Other long-term assets 
Long-term assets 

Total assets 

Unfunded pensions & other provs 
Deferred taxes &other liabilities 
Long-term liabilities 

Total shareholders' equity 
Minority interest 
Short-term debt 
Long-term debt 
Capitalised leases 
Capital employed 

Ad] for unfunded pensions & GW 
Ad) capital employed 
Gross cash invested 

13,131 0 
9,756 0 
3,990 0 

15,1260 
42,003 0 

(5,305 0) 
(7,011 0) 

(12,316.0) 

117,741 0 
42,712 0 
18,873 0 
21,358 0 

429 0 
83,372.0 

125,375 0 

(31.977 0) 
(16.928 0) 
(48,905.0) 

47,845.0 
4,917 0 
1,469 0 
9,923 0 

0 0  
E4.154.0 

(15,104 0) 
49,050.0 

155,655.0 

13,131 0 
10,146 2 
4,189 5 

15,126 0 
42,592 7 

(5,800 0) 
(7.01 1 0) 

112,811 0) 

130,159 0 
52,125 9 
18,873 0 
21,3580 

429 0 
92,785 9 

135,378 7 

(31.958 3) 
116,928 0) 
(48,886 3) 

48,624 4 
5.275 0 
1,469 0 

18,3130 
0 0  

73,681 4 

(15,3967) 
58,284 7 

168,167 7 

13,131 0 13,131 0 
10,501 4 10,868 9 
4,378 0 4,575 0 

15,1260 15,1260 
43,136.4 43,700.9 

(5,800 0) (5,800 0) 
(7,011 0) (7,011 01 

(12,811 0) (12.811.0) 

152,210 3 163,493 8 
70,679 7 78,283 8 
18,873 0 18,873 0 
21.3580 21,3580 

4290 4290 
111,339 7 118,943 8 

154,476 1 162,644 7 

(31.934 0) (31.903 71 
(16,928 0) (16,928 0) 
(48,862 0) (48,831.71 

48,670.1 52,220 4 
5,666 0 6,103 9 
1,469 0 1,469 0 

36,998 0 41,208 7 
0 0  0 0  

92,803 1 101,002 1 

(15,705 5) (16,031 3) 
77,097 5 84,970.8 

190,762.7 202,610.8 

Ratios 12/06 12/07E 12/06E 12/09E 

CROCI (%) 
CROCINVACC (X) 
ROC 1%) 
ROICWACC (X) 
ROA 1%) 
WACC (Ye) 
inventaty days 
Asset turnover (XI 
Net debtkquity (%) 
EBITDA interest cover (X) 

5 6  
0 8  
7 2  
1 0  
3 5  
7 1  

21 5 
1 6  

(3 3) 
10 1 

6 3  6 7  6 8  
I O  1 2  1 2  
8 7  8 9  8 7  
1 4  1 5  1 6  
3 9  4 2  4 2  
6 2  5 8  5 6  

22 2 20 7 20 3 
1 3  1 1  1 1  

12 3 46 6 50 7 
11 4 8 1  6 8  

Valuation 12/06 12/07E 12/08E 12/09E 
EV/sales (X) 1 0  1 3  1 3  1 3  
EVEBITOAR (X) 6 3  7 7  7 3  7 2  

6 3  7 7  7 3  7 2  EVEBITDA (Xl  
EV/EBIT (XI 8 8  10 5 9 8  9 5  
PIE (XI 14 0 15 0 12 4 11 0 
Dividend yield (%) 3 6  3 4  4 2  4 8  
FCF yield (%) 8 6  (41)  (174) (2 2) 

EV/ad] capital employed (X) 2 5  2 4  1 9  1 8  
EV/GCI (X) 0 6  0 6  0 6  0 6  

Pricelbook (X) 1 5  2 0  1 6  15 
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Exhibit 1: E.ON 12-month SOTP 

(EUR mn) 
Business sagmen1 
CENTRAL EUROPE 
PAN EURO GAS 
E ON UK 
OGK-4 
Southern Eumpe 
NORDIC 
US Midwest 
Holding costs 

EBITDA 2008E 
5.916 
2.329 
2.084 

169 
1599 
1304 

544 
-354 

EV 
60.059 
24.320 
14.474 
4,325 

I t  500 
14 904 
4.621 

-3.394 

implied multiple 
10 2x 
104x 
6 9x 

25 6x 
7 2x 

10 ox 
0 5x 
9 6x 

Valuation assumptions 
DCF. WACC 7%. Beta: 0 0. LT growth: 0 25% 
DCF. WACC 7% Beta: o o. LT gmwih: 1% 
c250 per customer, c450 psr MW plus RABs at 40% premium 
Value bared on G S  OGK-4 GSI price target SO 135isliare 
Estimated value of Spanishittalian assets 
DCF. WACC 7%. Beta: 0 0. LTgrowth: 0 5% 
Average 5edor EBITDA multiple of 0 5x 
Apply Group multiple 

Total 13.671 130.810 

Net debt -27,343 
Parkipations not including Gazpmm tleasury shares 9,220 
6 4% Gazpiom stake 11.353 

1.934 
Minorities -5 666 

-20 737 

Unrecognized vdue a l l 6  4mn treasury shares 

Pension. nuclear and olhei provisions 

2000E Net debt 
20OOE Book value less Gazpmm book value 01 E 11 9bn 
Esimated after tax market value assuming 10% cap gains tax 
Estimated market value assuming EON can resolve tax issues 
ZOOOE Book value 
2000E Book value 

Tatst ndlustmenls 01,231 

Tolal equlty valuo 99,574 

Implied price psr share (EUR) 
Usfleeting f 4 for tntewentlon risk 

156 
152 

Note: OGK-4 (Neutral, covered by Dmitry Trembovolsky): 12-month price target is DCF-based. key risks are drawback in power 
price liberalisation, execution risk on investment projects and cost control 

Source Company data, Goldman Sachs Research esfimates 

Exhibit 2: E.ON: Summary financials 

EURmn 

Source Compan y data, Goldman Sachs Research estimates 

Goldrnan Sachs Global Investment Research 3 



January 24, 2008 E ON (EONG DE) 

Exhibit 3: Divisional split for operating earnings 
€ mn 

Adjusted EBITDA 
Central Europe 5626 6,063 5.916 6720 7,003 7030 7439 7352 
Nordic 
Pan-European Gas 
UK - Powergen 

Southern Europe 
US - Midwest 

OGK-4 

991 1,151 1.364 1,707 1,938 2,027 2.188 2,186 
2.356 2,216 2.329 2.400 2.405 2,569 2.512 2.621 
1.784 1,642 2 084 2 323 2,503 2.656 2,729 2.468 

169 271 684 1,277 1,454 1.477 
1.599 1,622 1,650 1,677 1.696 1.715 

632 679 727 737 569 515 544 585 
Real-Estate 0 0 0 0 0 0 0 0 

-370 -370 -370 
Gro 

Reported EBITDA 
No rn I n a i 

Central Europe 5484 6343 6224 7071 7403 7464 7,887 7,814 
Nordic 992 1,151 1364 1707 1938 2027 2188 2186 
Pan-European Gas 2839 2,881 3011 3 138 3203 3395 3324 3419 
LJK - Powergen 1790 1667 2111 2353 2537 2691 2764 2523 
OGK-4 169 271 684 1277 1,454 1477 
Southern Europe 1599 1622 1.650 1677 1696 1715 
US. Midwest 590 535 566 609 658 707 755 765 
Other -342 -293 -293 -293 -293 -293 -293 -293 

Grou 

Source Company data, Goldman Sachs Research estimates 
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Reg AC 
I, Deborah Wilkens, hereby certify that all of the views expressed in this report accurately reflect my personal views about the subject company or 
companies and its or their securities. I also certify that no part of my compensation was, is or will be, directly or indirectly, related to the specific 
recommendations or views expressed in this report. 

Investment profile 
The Goldman Sachs Investment Profile provides investment context for a security by comparing key attributes of that security to its peer group and 
market. The four key attributes depicted are: growth, returns, multiple and volatility. Growth, returns and multiple are indexed based on composites 
of several methodologies to determine the stocks percentile ranking within the region's coverage universe. 

The precise calculation of each metric may vary depending on the fiscal year, industry and region but the standard approach is as follows: 

Growth is a composite of next year's estimate over current year's estimate, e.g. EPS, EBITDA, Revenue. Return is a year one prospective aggregate 
of various return on capital measures, e.g" CROCI, ROACE, and ROE. Multiple is a composite of one-year forward valuation ratios, e~g"  PIE, dividend 
yield, EV/FCF, EV/EBITDA, EV/DACF, Price/Book. Volatility is measured as trailing twelve-month volatility adjusted for dividends. 

Quantum 
Quantum is Goldman Sachs' proprietary database providing access to detailed financial statement histories, forecasts and ratios. It can be used for 
in-depth analysis of a single company, or to make comparisons between companies in different sectors and markets. 

Disclosures 
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Price target and rating history chart(s) 

Regulatory disclosures 

Disclosures required by United States laws and regulations 

See company-specific regulatory disclosures above for any of the following disclosures required as to companies referred to in this report: manager 
or comanager in a pending transaction; 1% or other ownership; compensation for certain services; types of client relationships; managedlco- 
managed public offerings in prior periods; directorships; market making and/or specialist role. 

The following are additional required disclosures: Ownership and material conflicts of interest: Goldman Sachs policy prohibits its analysts, 
professionals reporting to analysts and members of their households from owning securities of any company in the analyst's area of coverage. 
Analyst compensation: Analysts are paid in part based on the profitability of Goidman Sachs, which includes investment banking revenues. Analyst 
as officer or director: Goldman Sachs policy prohibits its analysts, persons reporting to analysts or members of their households from serving as 
an officer, director, advisory board member or employee of any company in the analyst's area of coverage. Distribution of ratings: See the 
distribution of ratings disclosure above. Price chart: See the price chart, with changes of ratings and price targets in prior periods, above, or, if 
electronic format or if with respect to multiple companies which are the subject of this report, on the Goldman Sachs website at 
http://www.gs.com/research/hedge.html. Goldman, Sachs & Co. is a member of SIPC. 

Additional disclosures required under the laws and regulations of jurisdictions other than the United States 

The following disclosures are those required by the jurisdiction indicated, except to the extent already made above pursuant to United States laws 
and regulations. Australia: This research, and any access to it, is intended only for "wholesale clients" within the meaning of the Australian 
Corporations Act. Canada: Goldman Sachs Canada Inc. has approved of, and agreed to take responsibility for, this research in Canada if and to the 
extent it relates to equity securities of Canadian issuers. Analysts may conduct site visits but are prohibited from accepting payment or 
reimbursement by the company of travel expenses for such visits. Hong Kong: Further information on the securities of covered companies referred 
to in this research may be obtained on request from Goldman Sachs (Asia) L.L.C. India: Further information on the subject company or companies 
referred to in this research may be obtained from Goldman Sachs (India) Securities Private Limited; Japan: See below. Korea: Further information 
on the subject company or companies referred to in this research may be obtained from Goldman Sachs (Asia) L.L.C., Seoul Branch. Russia: 
Research reports distributed in the Russian Federation are not advertising as defined in Russian law, but are information and analysis not having 
product promotion as their main purpose and do not provide appraisal within the meaning of the Russian Law on Appraisal. Singapore: Further 
information on the covered companies referred to in this research may be obtained from Goldman Sachs (Singapore) Pte. (Company Number: 
198602165W). United Kingdom: Persons who would be categorized as retail clients in the United Kingdom, as such term is defined in the rules of 
the Financial Services Authority, should read this research in conjunction with prior Goldman Sachs research on the covered companies referred to 
herein and should refer to the risk warnings that have been sent to them by Goldman Sachs International. A copy of these risks warnings, and a 
glossary of certain financial terms used in this report, are available from Goldman Sachs International on request. 

European Union: Disclosure information in relation to Article 4 (1) (d) and Article 6 (2) of the European Commission Directive 2003/126/EC is 
available at http://www.gs.com/client-services/global-investment-research/europeanpolicy.html 
Japan: Goldman Sachs Japan Co., Ltd. Is a Financial Instrument Dealer under the Financial Instrument and Exchange Law, registered 
with the Kanto Financial Bureau (Registration No. 69). and is a member of Japan Securities Dealers Association (JSDA) and 
Financial Futures Association of Japan (FFJAJ). Sales and purchase of equities are subject to commission predetermined with 
clients plus consumption tax. See company-specific disclosures as to any applicable disclosures required by Japanese stock exchanges, the 
Japanese Securities Dealers Association or the Japanese Securities Finance Company. 

Ratings, coverage groups and views and related definitions 

Buy (E), Neutral (N), Sell (S) analysts recommend stocks as Buys or Sells for inclusion on various regional Investment Lists. Being assigned a Buy 
or Sell on an Investment List is determined by a stock's return potential relative to its coverage group as described below. Any stock not assigned as 
a Buy or a Sell on an Investment List is deemed Neutral. Each regional Investment Review Committee manages various regional Investment Lists to 
a global guideline of 25%-35% of stocks as Buy and 10%-15% of stocks as Sell; however, the distribution of Buys and Sells in any particular coverage 
group may vary as determined by the regional Investment Review Committee. Regional Conviction Buy and Sell lists represent investment 
recommendations focused on either the size of the potential return or the likelihood of the realization of the return. 

Return potential represents the price differential between the current share price and the price target expected during the time horizon associated 
with the price target. Price targets are required for all covered stocks. The return potential, price target and associated time horizon are stated in 
each report adding or reiterating an Investment List membership. 
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Coverage groups and views: A list of all stocks in each coverage group is available by primary analyst, stock and coverage group at 
http://www.gs.com/research/hedge.htmI. The analyst assigns one of the following coverage views which represents the analyst's investment outlook 
on the coverage group relative to the group's historical fundamentals and/or valuation. Attractive (A). The investment outlook over the following 12 
months is favorable relative to the coverage group's historical fundamentals and/or valuation. Neutral (N). The investment outlook over the 
following 12 months is neutral relative to the coverage group's historical fundamentals and/or valuation. Cautious (C). The investment outlook over 
the following 12 months is unfavorable relative to the coverage group's historical fundamentals and/or valuation. 

Not Rated (NR). The investment rating and target price, if any, have been removed pursuant to Goldman Sachs policy when Goldman Sachs is 
acting in an advisory capacity in a merger or strategic transaction involving this company and in certain other circumstances. Rating Suspended 
(RS). Goldman Sachs Research has suspended the investment rating and price target, if any, for this stock, because there is not a sufficient 
fundamental basis for determining an investment rating or target. The previous investment rating and price target, if any, are no longer in effect for 
this stock and should not be relied upon. Coverage Suspended (CS). Goldman Sachs has suspended coverage of this company. Not Covered (NC). 
Goldman Sachs does not cover this company. Not Available or Not Applicable (NA). The information is not available for display or is not applicable. 
Not Meaningful (NM). The information is not meaningful and is therefore excluded. 

Ratings, coverage views and related definitions prior to June 26,2006 
Our rating system requires that analysts rank order the stocks in their coverage groups and assign one of three investment ratings (see definitions 
below) within a ratings distribution guideline of no more than 25% of the stocks should be rated Outperform and no fewer than 10% rated 
Underperform. The analyst assigns one of three coverage views (see definitions below), which represents the analyst's investment outlook on the 
coverage group relative to the group's historical fundamentals and valuation. Each coverage group, listing all stocks covered in that group, is 
available by primary analyst, stock and coverage group at http://www.gs.com/research/hedge.html. 

Definitions 

Outperform (OP). We expect this stock to outperform the median total return for the analyst's coverage universe over the next 12 months. In-Line 
(IL). We expect this stock to perform in line with the median total return for the analyst's coverage universe over the next 12 months. Underperform 
(U). We expect this stock to underperform the median total return for the analyst's coverage universe over the next 12 months. 
Coverage views: Attractive (A). The investment outlook over the following 12 months is favorable relative to the coverage group's historical 
fundamentals and/or valuation. Neutral (N). The investment outlook over the following 12 months is neutral relative to the coverage group's 
historical fundamentals and/or valuation. Cautious (C). The investment outlook over the following 12 months is unfavorable relative to the coverage 
group's historical fundamentals and/or valuation. 
Current Investment List (CIL). We expect stocks on this list to provide an absolute total return of approximately 15%-20% over the next 12 months 
We only assign this designation to stocks rated Outperform. We require a 12-month price target for stocks with this designation. Each stock on the 
CIL will automatically come off the list after 90 days unless renewed by the covering analyst and the relevant Regional Investment Review 
Committee. 

Global product; distributing entities 

The Global Investment Research Division of Goldman Sachs produces and distributes research products for clients of Goldman Sachs, and pursuant 
to certain contractual arrangements, on a global basis. Analysts based in Goldman Sachs offices around the world produce equity research on 
industries and companies, and research on macroeconomics, currencies, commodities and portfolio strategy. 

This research is disseminated in Australia by Goldman Sachs JBWere Pty Ltd (ABN 21 006 797 897) on behalf of Goldman Sachs; in Canada by 
Goldman Sachs Canada Inc. regarding Canadian equities and by Goldman Sachs & Co. (all other research); in Germany by Goldman Sachs & Co. 
oHG; in Hong Kong by Goldman Sachs (Asia) L.L.C.; in India by Goldman Sachs (India) Securities Private Ltd.; in Japan by Goldman Sachs Japan Co., 
Ltd.; in the Republic of Korea by Goldman Sachs (Asia) L.L.C., Seoul Branch; in New Zealand by Goldman Sachs JBWere (NZ) Limited on behalf of 
Goldman Sachs; in Singapore by Goldman Sachs (Singapore) Pte. (Company Number: 198602165W); and in the United States of America by 
Goldman, Sachs & Co. Goldman Sachs International has approved this research in connection with its distribution in the United Kingdom and 
European llnion. 

European Union: Goldman Sachs International, authorised and regulated by the Financial Services Autharity, has approved this research in 
connection with its distribution in the European Union and United Kingdom; Goldman, Sachs & Co. oHG, regulated by the Bundesanstalt fur 
Finanzdienstleistungsaufsicht, may also be distributing research in Germany. 

General disclosures in addition to specific disclosures required by certain jurisdictions 

This research is for our clients only. Other than disclosures relating to Goldman Sachs, this research is based on current public information that we 
consider reliable, but we do not represent it is accurate or complete, and it should not be relied on as such. We seek to update our research as 
appropriate, but various regulations may prevent us from doing so. Other than certain industry reports published on a periodic basis, the large 
majority of reports are published at irregular intervals as appropriate in the analyst's judgment. 

Goldman Sachs conducts a global full-service, integrated investment banking, investment management, and brokerage business. We have 
investment banking and other business relationships with a substantial percentage of the companies covered by our Global Investment Research 
Division. 

Our salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to our clients and our 
proprietary trading desks that reflect opinions that are contrary to the opinions expressed in this research. Our asset management area, our 
proprietary trading desks and investing businesses may make investment decisions that are inconsistent with the recommendations or views 
expressed in this research. 

We and our affiliates, officers, directors, and employees, excluding equity analysts, will from time to time have long or short positions in, act as 
principal in, and buy or sell, the securities or derivatives (including options and warrants) thereof of covered companies referred to in this research. 

This research is not an offer to sell or the solicitation of an offer to buy any security in any jurisdiction where such an offer or solicitation would be 
illegal. It does not constitute a personal recommendation or take into account the particular investment abjectives, financial situations, or needs of 
individual clients. Clients should consider whether any advice or recommendation in this research is suitable for their particular circumstances and, 
if appropriate, seek professional advice, including tax advice. The price and value of the investments referred to in this research and the income from 
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them may fluctuate Past performance is not a guide to future performance, future returns are not guaranteed, and a loss of original capital may 
occur. Certain transactions, including those involving futures, options, and other derivatives, give rise to substantial risk and are not suitable for all 
investors. 

Current options disclosure documents are available from Goldman Sachs sales representatives or at 
http://w.theocc.com/publications/risks/riskchapl .jsp. Fluctuations in exchange rates could have adverse effects on the value or price of, or income 
derived from, certain investments. 

Our research is disseminated primarily electronically, and, in some cases, in printed form. Electronic research is simultaneously available to all 
clients. 

Disclosure information is also available at http://w.gs.com/research/hedge.html or from Research Compliance, One New York Plaza, New York, 
NY 10004. 

Copyright 2008 The Goldman Sachs Group, lnc. 

No part of this material may be (i) copied, photocopied or duplicated in any form by any means or (ii) redistributed without the prior 
written consent of The Goldman Sachs Group, Inc. 
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